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the incomparable row 


1951: Production, production, and more 
production. 

Never before have complete, on-time facts 
and figures, records and reports, been so 
vital to business. 

And never before has there been an account- 
ing machine like the sensational new Sensi- 
matic to help every business get more things 
done. The Sensimatic does more things faster, 
easier, more economically than any other 
accounting machine at any price—is ready 
for any accounting job at the twist of a knob. 


Sonsini 
accounting machine 

That’s because the Sensimatic is the machine 
with the “mechanical brain’ —the sense 
plate that directs it through every accounting 
operation. 

Already thousands of businesses —large and 
small—are getting more things done with 
the Sensimatic. 

Your business probably can, too—at a sur- 
prisingly low outlay for such a universally 
useful accounting tool. Get details from your 


Burroughs office today. Burroughs Adding 
Machine of Canada, Limited, Windsor, Ont. 
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Accounting Efficiency 


depends greatly on accessibility of records. Their 
preservation from Fire and Theft can only be assured 
in a reliable safe or vault. 


Consult us as to the type of safe protection 
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municipal auditing as well as in gen- 
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COMMENT AND OPINION 


A Tribute 

7- oo recent fine imposed on The Jour- 

nal Publishing Co. of Ottawa for 
a published news report which might 
have affected the course of a jury trial 
has received considerable attention in 
newspapers and there is no doubt that 
the accompanying admonition given by 
Chief Justice McRuer will be in the 
minds of editors for a long time. 

What has impressed us particularly in 
this incident has been the dignity and 
forthrightness with which all involved 
handled themselves. So far as the Chief 
Justice is concerned, the high standard of 
the judicial approach to a problem is 
expected and the expectation has been 
realized. The attitude of the defendants 
could, however, have taken several 
courses and it is the course that was 
taken which results in this note. 

Whether or not it is true, we do not 
know, but it seems to us that during the 
last 20 years a growing tendency has de- 
veloped to make excuses, to find (after 
the event) reasons for actions taken and 
to endeavour to explain them away as 
being of no account. It is refreshing, 
therefore, to find in this instance an un- 
equivocal apology expressed on behalf 
of The Journal by Mr. Grattan O'Leary, 
one of its senior officers and editors. 
Further, while it had been suggested 
that The Journal should have had the 
benefit of counsel during the appearance 
of its representatives, this was deemed 
unnecessary by the company. 


Mr. O'’Leary’s statement to the Court 
has not been given the reproduction in 
the press to the extent which we consider 
it deserves and it is quoted here in full 
(as it appeared in The Toronto Daily 
Star of February 14, 1951),— 

His Lordship: Now, Mr. O'Leary, have you 
anything you want to say in connection 
with this matter, this very serious matter? 
Mr. O'Leary: With your permission, my 
lord, I should like to say merely that I 
have come here not to argue the merits 
or the demerits of the item complained of, 
but to express to you and to this Court 
our extreme regret, without reservations 
and without qualifications. We are a news- 
paper, my lord, which, as we have said in 
our letter to the sheriff, has tried to up- 
hold at all times the integrity, the author- 
ity ard the prestige of His Majesty’s Courts 
of Justice and of those who interpret our 
laws. 

I do not say that in mitigation of our 
position here today. Our reporters who 
wrote the item complained of have not 
been asked by us for the source of their 
information, because we have, rightly or 
wrongly, regarded that as a proper rule of 
conduct in a newspaper office; but I can 
say to your lordship they have assured us 
that, as we state in our letter, they had 
no intention of being in contempt of 
court and no knowledge that they were 
in contempt of court. As for the editors 
of the paper themselves, for whom I speak, 
I can only repeat again that we have 
preached time and again that cases before 
Courts must be tried in the Courts and 
not in the newspapers, as regrettably has 
happened in some lands. 
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So, your lordship, I repeat that we have 
come here, and are glad to come here; in 
fact, being the newspaper that we are, we 
are proud to come here publicly to pro- 
claim that we regret, and apologize with- 
out any qualifications whatsoever, for the 
item which is complained of. Thank you, 
my lord. 

Canadians have the highest regard for 
Mr. O'Leary, developed from his writ- 
ings and speeches over many years, and 
he will find that this case will in no way 
diminish the respect in which he is held. 

We have had before us for some 
months a statement entitled ‘Freedom 
of the Press” prepared by the Canadian 
Daily Newspapers Association. The fol- 
lowing quotation causes us to speculate 
on the authorship of the statement. Could 
it have been Mr. O'Leary? 
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The only truly free press is one which 
can record the news faithfully and com- 
ment on it frankly, without fear of direct 
or indirect punishment. Neither the press 
nor the public is safe with anything less 
than this. 

All liberty, of course, involves obliga- 
tions. The obligation of a free press is 
to be truly free. It must be thorough, 
accurate and unbiased in its reporting, sia- 
cere and thoughtful in its editorials, and 
resistant to all outside pressure. It must 
be both cautious and bold — cautious un- 
til it knows all the facts, bold when it is 
sure of its ground. It must, above all, 
be inspired by devotion to the public wel- 
fare as its staff understands it. 


Mr. O'Leary's words in Court are en- 
tirely consistent with these principles. 


CHANGE OF NAME ! 
THE CANADIAN INSTITUTE OF CHARTERED ACCOUNTANTS 


A Bill to change the name of the Domin- 
ion Association of Chartered Accountants to 
The Canadian Institute of Chartered Ac- 
countants has passed both Houses of Par- 


AN ACT 
THE DOMINION ASSOCIATION 


WHEREAS The Dominion Association of 
Chartered Accountants, a corporation incorpor- 
ated by chapter fifty-eight of the statutes of 
1902, has by its petition prayed that it be 
enacted as hereinafter set forth, and it is ex- 
pedient to grant the prayer of the petition: 
Therefore His Majesty, by and with the advice 
and consent of the Senate and House of Com- 
mons of Canada, enacts as follows:— 

I. Name _ changed, — Existing rights not 
affected.—The name of “The Dominion 
Association of Chartered Accountants” here- 
inafter called “the Association”, is hereby 


liament, and at the time of going to press 
with this issue was awaiting the assent of 
the Governor-General, which is expected 
shortly. The Bill reads as follows: 


RESPECTING 
OF CHARTERED ACCOUNTANTS 


changed to “The Canadian Institute of Chart- 
ered Accountants”, but such change in name 
shall not in any way impair, alter or affect 
the rights or liabilities of the Association or 
any bequest, gift or donation now made or 
which hereafter may be made to the Associa- 
tion whether by its original or its new name 
or any suit or proceeding now pending or 
judgment existing either by or in favour of 
or against the Association and which, not- 
withstanding such change in name of the 
Association, may be enforced and continued 
as if this Act had not been passed. 








The Influence of Reports 





On Top Management Decisions 


By C. E. Jarchow, C.P.A. 


Occasionally business management acts on hunches, 
but much more often decisions are based on factual information 


RI 0 LEIP GET AEP I LOLS A SALLE ELE TE LO LED ELEDDIETE DPE A EDIRNE APE ER AEE 


oo can be of great benefit to 
business. They can also be a great 
burden. Generally speaking, I am not 
in favour of the making of more reports, 
or the designing of new types or more 
complicated reports. Rather I am an 
advocate of fewer but better reports, the 
kind which are most useful to manage- 
ment. 


Utility of Reports 

Reports once started have a habit of 
perpetuating themselves unless re-exam- 
ined periodically in the light of their 
current usefulness, As a result, many 
companies today are weighted down with 
such a mass of regular reports that it is 
impossible to digest their contents. A 
report which does not serve a worthwhile 
purpose should be discontinued. 

Not all reports can be considered to 
come within the category of reports de- 
signed to influence managerial decisions 
or policy-making. For example, there 
are reports requested by government 
agencies and reports required by law. 
There are reports which serve an import- 
ant historical purpose in perpetuating 
and making available for future use 
important statistical data pertaining to 


the business. There are also reports 
which merely show the tempo of busi- 
ness activity, such as those which show 
current performance, (e.g. production or 
sales statistics). Such reports are like 
the gauges in a powerhouse, or like the 
instruments on the dashboard of your 
car. Reports of this type, although in- 
formative and important, are not design- 
ed or intended primarily to influence 
managerial decisions. 

On the other hand, there are a great 
many reports, both of a regular and of 
a special nature, which are designed to 
influence managerial decisions. Included 
in this category are those which show 
the accomplishments of the business en- 
terprise such as cost analyses, profit and 
loss statements, changes in financial posi- 
tion, comparisons of actual results with 
forecasts, and so on. 

Important also are reports issued for 
a special purpose, such as investigations 
of a particular phase of business. In- 
ternal audits of the managerial type come 
within this category. Also reports show- 
ing the probable results under two or 
more possible courses of action. Since 
these latter reports relate to possible 
future activities, they are generally in 


An address to the Toronto Control of the Controllers Institute of America, Feb. 13, 1951 


105 











106 





the realm of forecasts and estimates. Re- 
ports of this kind, properly prepared and 
tempered by experience and good judg- 
ment, can be extremely important to busi- 
ness management. 


In the operation of any business a 
great many decisions must be made from 
day to day. Many of them have a direct 
influence on the cost of doing business 
and on the profitableness of the business 
activity. These decisions are sometimes 
concerned with long-range problems and 
sometimes they deal with routine or day 
by day situations. Whether of a long- 
range or of a routine character, the prob- 
lems which present themselves for de- 
cisions may in most cases be illuminated 
and clarified by a presentation of facts 
and figures pertaining thereto. Occasion- 
ally, of course, business management may 
act on hunches; much more often, how- 
ever, decisions are based upon factual 
information. 


Basic Rules Which 
Apply to All Reports 
Let us now consider a few basic rules 
which apply to all reports: 


(1) In the first place, reports should 
be furnished promptly. While this re- 
fers particularly to regularly scheduled 
reports, it can also be an important point 
in connection with special statements 
which are required by management. Ac- 
counting reports almost always decrease 
in value in direct proportion to the 
length of time it takes to compile and 
present them. 

(2) It is not always necessary that ac- 
counting reports be 100% accurate, par- 
ticularly if this unduly delays the sub- 
mission of the report. Of course, we 
should not mislead anyone through hav- 
ing our facts wrong, but neither should 
we sacrifice promptness in reporting in 
order to gain greater accuracy in unim- 
portant details. In this connection ap- 
proximate figures, if available soon after 
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the conclusion of a period, may be much 
more valuable to management than a 
report mathematically correct prepared 
30 days later. Many companies adopt 
the policy of issuing preliminary reports, 
which are sometimes called “flash” re- 
ports, in order to make certain that 
management is informed at the very 
earliest time of an approximate result. 


(3) Reports should be stated in as simple 
terms as possible. A report may be 
prepared in accordance with good ac- 
counting theory, or may be statistically 
correct and yet fail in its purpose be- 
cause it is unintelligible to management. 
The reason for this may lie in the use 
of too many technical or ambiguous 
terms, or in the failure to properly sum- 
marize the data and point up the con- 
clusions to be drawn from the report. 


(4) Reports should be basically proph- 
etic in nature rather than merely his- 
toric. With regard to most special re- 
ports this is self-evident inasmuch as 
the purpose of such reports is to point 
the way toward a decision which should 
be taken. In connection with periodic 
reports of performance in various fields, 
even though their purpose is primarily 
to show what has happened, there is a 
possibility of placing the emphasis on 
trends or on departures from normal 
or standard performance. While it is 
important for management to know the 
past accomplishments of the company, 
and in a sense to know where the com- 
pany has been, it is much more important 
to know where the company is going, 
the direction of its course, and the in- 
fluence of important trends. 

(5) In reporting the results of special 
investigations, the conclusions will in- 
evitably be limited by the assumptions 
made. Wherever such assumptions are 
basic and important, they should be set 
out clearly in the report so that it may 
not be misleading. 

(6) It is, of course, important that re- 
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ports be comprehensive and complete. 
This means that all pertinent factors 
must have been considered in assembling 
the data. This does not mean that re- 
ports should contain a lot of unessential 
detail. Obviously the amount of detail 
submitted should only be that required 
for correct understanding of the repori. 
(7) In all of our reporting we should 
strive to be as objective as possible. The 
accountant should show an unbiased 
viewpoint both in the assembly of the 
data and in the interpretations and con- 
clusions which are pertinent to the report. 
(8) One final observation — it should 
be borne in mind that reports of them- 
selves do not correct inefficiencies or 
abuses. It still takes managerial action, 
and unless a report stimulates managerial 
action, it is as useless as a blank piece 
of paper. To be useful a report must 
tell the story clearly and simply, and 
must be properly interpreted. 


Areas of Managerial Decision 
Before considering some examples of 
reports which have influenced manager- 
ial decisions, we might take a look at 
some of the areas in which managerial 
decisions have to be taken. 


Financial 

Let us first consider the financial field, 
where a basic problem is that of the 
establishment of the capital needs of an 
enterprise. This involves such questions 
as the policy to be followed in extending 
credits to customers, the inventory ob- 
jectives, the policy with regard to divi- 
dends, etc. Once the needs of the com- 
pany have been established, it is im- 
portant to determine how much capital 
should be supplied by retained earnings, 
how much by equity financing as a 
permanent feature of the company’s cap- 
italization, and how much should be bor- 
rowed on either short or long term to 
be repaid out of future earnings. 
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Mr. Christian E. Jarchow, C.P.A. 
joined the International Harvester 
Company in 1914 and is now 
vice-president and comptroller of 
that firm. In 1947 he was also 
elected a member of its Board of 
Directors. He has been national 
president and chairman of the 
Board of Directors of the Con- 
trollers Institute of America. He 
is now on the Advisory Commit- 
tee of the University of Illinois 
and is president of the Board of 
Education of New Trier Town- 
ship High School, Winnetka, III. 
He is a member of the Illinois 
Society of Certified Public Ac- 
countants. 


Production 

In the field of production there are a 
number of important problems which 
come up for decision. Of first import- 
ance in this connection from a long- 
range standpoint is the problem of piant 
location with its closely related questions 
of wage differentials and their expected 
permanence, freight differentials, utility 
service costs, etc. Another important 
long-range problem concerns the degree 
of integration desired in the production 
facilities of the company, i.e., how much 
of the product is to be made from the 
basic raw material, how much in semi- 
finished form, and how much to buy as 
component parts. How extensively to 
mechanize the production facilities is 
another important problem to be resolved, 
as well as the choice between alternative 
types of production equipment, material- 
handling equipment, etc. There is also 
the problem of assigning the production 
processes between plants — whether to 
make each plant more or less self-suffic- 
ient or whether to use certain plants as 
collateral producers of semi-finished 
products to be shipped to finishing plants. 
The working schedule of production fa- 
cilities presents recurring problems as to 
when multiple-shift operation is desir- 
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able and whether a five or six day per 
week operation is to be preferred. The 
determination of quantities of the product 
to be made in relation to capacity is also 
an important problem. Consideration 
must also be given to the policy with 
respect to the replacement of equipment 
of various types. All of these problems 
in the field of production are further 
complicated today by the national de- 
fence programme. 


Periodically questions will arise as to 
whether expansion of facilities is jus- 
tified by a developing business. In other 
cases the question will be whether or not 
a relatively unprofitable facility should be 
sold or abandoned. 


Engineering 

In the field of engineering important 
problems present themselves such as when 
to add new products, when to discon- 
tinue old products, and when to change 
models. Another question which is al- 
ways important from an engineering 
standpoint is how much quality to put 
into the product with due consideration 
of the purpose for which it is sold. An- 
other is the extent to which common 
parts, or parts using common production 
equipment, should be designed for the 
various models in the line. The manage- 
ment must also study the degree of com- 
promise necessary from an engineering 
standpoint in order to secure the inax- 
imum use of available plant facilities. 


Distribution 


In the distribution field the important 
questions are what distribution areas are 
to be served and what distribution chan- 
nels are to be used.in marketing the 
company’s products. The matter of 
product-pricing is, of course, of exteme 
and constant significance both for prives 
at which the product should be sold to 
the ultimate users, the proper allowance 
to be made for dealers’ and distributors’ 





The Canadian Chartered Accountant, March 1951 


commissions, whether cash ot volume 
discounts should be allowed, and on what 
scale. The service policies of many com- 
panies involve problems such as the 
length of time a company should be 
prepared to furnish service parts, and 
such as the correction of field complaints 
on its products. Another problem is 
the extent to which a company should 
go in conducting research in the field 
of customers’ needs with regard to its 
products. 


Industrial Relations 


In the field of industrial relations, 
problems involved in determining the 
kinds of welfare plans and pension plans 
to adopt are of extreme importance. The 
fact that such plans can no longer be 
designed, installed, or amended unilater- 
ally enhances the need for accuracy and 
speed in the preparation of reports to 
management on this important subject 
during the periods of labour negotiations. 
In deciding upon a pension plan, for 
example, the first decision is generally 
as to the basis on which the pensions 
are to be determined. The next con- 
sideration is the cost, that is, whether 
the company can afford the plan as orig- 
inally conceived. Depending upon the 
cost, the basis for benefits may have to 
be reconsidered and changed. The next 
determination has to do with what meth- 
od to adopt for meeting the cost of the 
plan. Should it be on a cash disburse- 
ment basis or a funding basis, and if the 
latter, should it provide for an employee 
only at the time of his retirement? Or 
should it fund for the future service 
cost plus interest on the past service 
cost, thereby preventing the past service 
cost from increasing, or fund the future 
service cost, and in addition fund the 
past service cost over a definite amorti- 
zation period? The problem is essen- 
tially one of reconciling the demands of 
unions with the willingness of manage 
ment, the latter being influenced of course 
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by the company’s financial situation and 
by tax considerations. I think it is ob- 
vious that accounting reports prepared 
with the help of trained actuaries are in- 
dispensable to management in consider- 
ing this type of problem. 

The above summation is of course not 
a complete one. You can no doubt 
think of other important areas of de- 
cision for management which need to 
be considered as susceptible of clarifica- 
tion through accounting reports. But I 
think this will be sufficiently inclusive 
to serve as a sort of background for the 
examples which I am going to give. 


Examples of Reports 
Which Influence Management 

Now let us consider a few examples 
of reports which influence managerial 
decisions. In this I shall draw largely 
from Harvester Company experience. 
First, I should like to say something 
about audit reports. Intrinsically there 
is no difference between the managerial 
type of audit report and any other special 
reporting of the accounting department 
— except perhaps in the matter of 
where the initiative comes from. Many 
special reports are made at the specific 
request of management. On the other 
hand, the internal audit department usu- 
ally has the duty — on its own initia- 
tive — to dig into any situation which 
seems to show possibilities of improve- 
ment and to report on it after due in- 
vestigation. 

The internal auditor can make an im- 
portant contribution to management by 
making on-the-spot observations of local 
conditions and situations, and by furnish- 
ing reports thereupon which assist the 
management in modifying, clarifying, or 
formulating policies which are deemed 
necessary or desirable. As one example 


of this sort of information, our internal 
auditors recently uncovered a difference 
in policies at several works in the re- 
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moval of foundry waste. Certain plants 
were using trucks for this purpose, others 
were making use of railroad cars. The 
investigation was pointed toward work- 
ing out what would be the most eco- 
nomical method for each works involved 
in view of the local conditions prevail- 
ing, and as a result the method in use 
in certain plants was changed. 


Special Investigations 

Sometimes the internal audit depart- 
ment is requested by the management 
to make special investigations. Our in- 
ternal audit department was requested 
some months ago to make a special study 
of the facilities of the Harvester Print 
Shop. This unit has been owned and 
operated by the company for many years 
and has supplied a large part of our 
requirements for printed matter, although 
they were not equipped to do some of the 
offset work which has been required in 
increasing volume in recent years. The 
purpose of the investigation was to es- 
tablish whether we would be justified in 
equipping to take on a part of the com- 
pany’s printing requirements in this 
field. Actually the study had to be a 
good deal broader than that because of 
the relationship between existing and 
proposed facilities and because of the 
desirability of bringing out for the at- 
tention of the management just what 
the accomplishments of this print shop 
had been over the years. Consequently, 
a very complete study was made of all 
the aspects of this operation. As a re- 
sult of this study a decision has been 
taken to spend a substantial sum of 
money to expand the scope of our print 
shop operations. 


We have had many problems in recent 
years requiring decision of top manage- 
ment which involved large sums of 
money for additions to, or changes in, 
plant facilities. The question of new 
facilities for additional production in- 
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volves consideration of the stability or 
expected duration of the demand for 
the new product, the price at which it 
can be sold, the effect on other company 
products and on existing manufacturing 
facilities, the proper location of new 
plants, the financing of new projects, 
etc. Preceding the accounting depart- 
ment studies in these cases there must 
be market surveys, wage surveys, and 
studies by the engineering, manufactur- 
ing, treasury and other departments of 
the company. 


An Instance 


The Harvester Company management, 
recognizing the complexity of problems 
of this character which it faced in the 
immediate post-war period, set up a 
special group, which was known as the 
New Plants Committee, to study these 
problems. This group consisted of repre- 
sentatives from the manufacturing, ac- 
counting, and supply and inventory de- 
partments. As the occasion required, it 
was augmented by representatives from 
the industrial engineering and construc- 
tion, treasury, consumer relations and la- 
bour relations departments. Meetings 
were held from time to time to discuss the 
various projects and to outline the re- 
quirements for informational data con- 
sidered necessary in arriving at decisions. 
Reports were presented to the New 
Plants Committee and after full consid- 
eration a recommendation was made to 
top management. 

In one typical case, that of the con- 
struction of a farm implement plant at 
Memphis, Tennessee, the final report in- 
cluded a covering letter signed by the 
general manager of the Farm Imple- 
ment Division supplemented by a report 
from the comptroller of that division 
containing the following sections: 

1. The necessity for an additional plant. 

Under this point it was brought out that 

the new plant was advocated primarily to 

replace an obsolete and inadequate plant 
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of the division which had been sold, and 
secondarily to provide a better point of 
manufacture and distribution for two new 
products, the cotton picker and the hay 
baler. 

2. A listing of the machines to be made 
at Memphis works, together with estimated 
normal requirements for these machines in 
future years, and the plants from which 
they were to be transferred. 


3. A general section containing a de- 
scription of the proposed new plant facili- 
ties and the building areas required for 
the major sections of the plant. 

4. The manpower requirements of the new 
plant. 

5. The capital outlay required for plant 
and equipment. 

6. The total investment for manufacture 
at Memphis including the requirements for 
inventories and other working capital. 


7. A statement of the estimated annual 
proceeds from the sale of the products to 
be made in this plant, and the estimated 
manufacturing cost and gross profit. 
8. A statement of the estimated return on 
investment, after considering administrative 
expenses, income taxes, etc., and of the 
rate of return on sales and the turnover 
of sales to investment. 
9. A statement of the bases used in the 
estimating of manufacturing costs in the 
new plants. In this section the assumptions 
which had been made as to labour rates, 
freight rates, utility costs, real estate taxes, 
and other burden items were described. 
10. A statement of recommended prices 
from the sale of Memphis works products 
compared with the prices of similar ma- 
chines sold by principal competitors. 
11. A special section indicating what the 
results would be from the new plant opera- 
tion on the assumption that one of the 
mew machines would not be produced 
there. The purpose of this was to indicate 
to the management the effect on over-all 
results of that particular product. 

In addition to the above sections, sup- 
plementary data were appended showing 
details of plant investment, manufactur- 
ing costs of certain typical machines, and 
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divisional profit on each of the prod- 
ucts. 

Of course the report, as I have just 
described it, was the final presentation 
made to the Committee after many 
changes had been made in the planning 
based on preliminary reports and after 
much discussion with the Committee and 
consideration of their recommendations. 
Based on this final report, the New Plants 
Committee recommended the favourable 
consideration of management for this 
proposal and in due course this new 
plant was built. It is now serving as a 
very important unit of the company’s 
manufacturing facilities and the actual 
results of operations compare very fa- 
vourably with the preliminary estimates 
which were submitted when the recom- 
mendation was made. 


Another Case 


Let us take another case which was a 
proposal to rearrange and expand a large 
implement plant. This plant had for 
some years been in a precarious profit 
position which was due in some measure 
to the fact that the plant was originally 
established as an assembly unit to pro- 
duce machines of a complex nature in 
comparatively small quantities, and our 
manufacturing programme had changed 
over the years to a smaller machine with 
much larger quantities involved. In 
short, the problem was that the equip- 
ment in the plant and the arrangement 
of the departments were not suited to 
the existing manufacturing programme. 
As a result costs were higher than they 
should have been and the prices on these 
machines were too high to enable us 
to gain our fair share of the available 
market. 


Following certain studies by our sales 
department, which indicated that there 
would be a sizeable increase in demand © 
if prices could be lowered sufficiently 
through increased output, a study was 





made as to how much it would cost to 
rearrange and expand the plant to get out 
a larger production at a lower cost. This 
study involved practically every depart- 
ment of the plant. The proposal was 
judged from the standpoint of the re- 
turn to be derived from the increased 
investment. 


The result of the study was that the 
management agreed to spend about $4,- 
000,000 on this plant. Two new build- 
ings were provided and sufficient addi- 
tional equipment to enable an increase 
in production amounting to approxi- 
mately 60%. The number of employees 
was increased from 2,800 to about 4,000. 
As a consequence, this plant was put in 
a greatly improved profit position and 
the rate of return on the additional in- 
vestment required for the rearrangement 
and improvement programme was very 
satisfactory. 

Forecasting 

Let us now consider an example of a 
report which comes under the category 
of regular reports and which influences 
managerial decisions throughout the 
year. It has to do with forecasted re- 
sults of operations based on sales esti- 
mates, budgets, etc. While our proced- 
ure varies in different divisions, a typical 
practice is to make calculations prior to 
the beginning of each fiscal year to de- 
termine the following: 

(1) The total profit objective based on a 

predetermined percentage of net worth; 

(2) A realistic sales estimate in detail; 

(3) Manufacturing costs by product lines 

based on the sales estimate; 

(4) The amount of selling and adminis- 

trative expense; 

(5) The estimated trading profit by prod- 

uct lines; 

(6) A comparison of the estimated trad- 

ing profit with the profit objective. This 

comparison reveals whether or not the 
estimated volume for the ensuing year will 
secure the management's total expected 
return on investment. It also reveals the 
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lines which do or do not produce their 

pro rata share of the division's profit ob- 

jective. 

I shall not go into detail as to just 
how these steps are carried out. Being 
calculated in advance, they permit stud- 
ies to be made as to whether certain poli- 
cies should be changed in order to bring 
the indicated results in line with the 
profit objective. This profit objective 
approach in effect places all managerial 
people in the division (from shop fore- 
men on up) in the position of being in 
business for themselves. It furnishes 
them with a guide as to the costs and 
expenses which each must realize if they 
are to run that business on a satisfactory 
basis. If everyone attains his goal, the 
overall objective for the division will be 
attained. If the overall results are not 
realized it can easily be ascertained where 
the failures have occurred and what 
should be done to overcome them. 

Another important field in which reg- 
ular reports by the accounting depart- 
ment influence managerial decisions that 
immediately affect the company’s profit 
position is that of costs submitted for 
consideration in connection with price 
policy. We have a price and contract 
department which acts as a clearing 
house for the accumulation of cost and 
pricing data and which submits to the 
management from time to time, as the 
occasion requires, recommendations for 
price changes. This price and contract 
department receives from all of our 
plants regular information as to prod- 
uct costs and while many factors in addi- 
tion to that of costs must be taken into 
consideration in establishing prices, this 
information is indispensable to the cp- 
eration of this department. 


Set Out Assumptions 
I mentioned before that in any report- 
ing, it is extremely important to set out 
the assumptions upon which the report is 
I would like to give you one 


based. 





The Canadian Chartered Accountant, March 1951 


important example of that. Most com- 
panies which are presently attempting to 
forecast 1951 profit possibilities are faced 
by uncertainty due to the presence of a 
war economy. Sales forecasts of regu- 
lar products may indicate a demand that 
would employ productive facilities to a 
maximum degree. However, none of us 
can overlook the fact that with large 
defence contracts in prospect, many criti- 
cal materials are going to be needed for 
their fulfilment, and so will not be avail- 
able for normal production. 

It probably is difficult in Canadian 
business, as it is in American, to deter- 
mine to what extent this factor may pre- 
vent the full usage of productive facili- 
ties for normal business. In our case, in 
looking ahead for 1951, we are estimat- 
ing our results on two different bases as 
follows: (1) on the basis of our esti- 
mates originating from the sales field, 
and (2) on that same basis minus a 
25% factor representing possible losses 
in production due to inability to obtain 
materials. Obviously this 25% factor is 
an extremely arbitrary one. However, 
we believe that if we furnish our esti- 
mates on these two bases and set forth 
clearly our assumptions, it will give our 
management something to tie to and will 
show the important effect which a 25% 
variation will have. Similar calcula- 
tions can, of course, be made based on 
other variations. As a matter of fact 
each of our divisions makes such calcula- 
tions and also determines the approxi- 
mate break-even points. 


Consider All Factors 

I previously emphasized the importance 
of making certain that all pertinent fac- 
tors have been considered before our re- 
ports are released. Consider, for example, 
the following instance where we were 
trying to make up our minds whether to 
contract for certain maintenance work or 
to use our own facilities. At our steel 
mill in South Chicago, we have 11 open- 
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hearth steel furnaces. An open-hearth 
furnace requires rebuilding about every 
seven months. The time required for 
such rebuilding is approximately two 
weeks at a cost which may run as high 
as $150,000. The problem was to decide 
if it were more economical to use the 
plant bricklayers and maintenance men 
or to employ an outside contractor. An- 
alysis of the cost of rebuilding indicated 
that it was more expensive if outside con- 
tractor help was utilized. However, fur- 
ther analysis indicated that due to sched- 
uling difficulties encountered by our 
mason department in servicing the en- 
tire plant, three less days were necessary 
for the rebuilding by the outside con- 
tractor. Therefore, by reducing the re- 
building time three days, it was possible 
to produce additional ingots equivalent 
to 576 tons of increased bar mill produc- 
tion. The profit obtained from this ad- 
ditional bar steel production was twice 
the increased cost of rebuilding when 
contract help was obtained. This dis- 
closure influenced the operating manage- 
ment to utilize outside contract help to 
the fullest extent on open-hearth re- 
building rather than our mason depart- 
ment. 


I made the point earlier that the 
amount of detail to be submitted should 
only be that which is essential for the 
correct understanding of the report. Ob- 
viously, this concept should be considered 
in relation to the background of the per- 
son to whom the report is presented. 
That is to say, an executive with an 
accounting background might require 
more or somewhat different detail than 
would an executive from the manufac- 
turing field. Our standard practice in 
connection with reports upon special 
subjects is to summarize the data and 
outline the conclusions in a separate sum- 
mary or covering letter. This is then 


supported by schedules containing what 
is considered the minimum pertinent 
data from which the summary and the 
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conclusions have been drawn. As an 
example, when the company entered the 
refrigeration industry in Evansville, it 
did so on the basis of a summarized re 
port about three pages long. This re 
port contained a very concise recital of 
the important facts. In support of the 
summary there was an appendix over 100 
pages long and separately bound which 
contained all of the detailed information 
which was felt to be required. 


Objectivity 

I also stated that in all of our report- 
ing we should strive to be just as ob- 
jective as we possibly can be. In the 
matter of being objective, accountants 
have a special responsibility which is per- 
haps an even broader one than exists in 
some of the other areas of management. 
Our reports should at all times be com- 
pletely factual, or where this is not en- 
tirely possible, we should state very 
clearly the nature and the extent of the 
assumptions that we have made. 


Accountants can contribute to objec- 
tivity as far as the business as a whole is 
concerned by pointing out sometimes to 
individual departments the possible dan- 
ger of considering only the results of that 
particular function of the business. It 
is conceivable that we could have a fail- 
ing enterprise in which reports restricted 
to an individual segment of that enter- 
prise might show statistically a success- 
ful operation. For example, the sales 
department could attain a very high 
sales volume, but this might be achieved 
through selling price leaders in which 
there is little or no profit. Also, the 
industrial relations department could 
point to complete freedom from labour 
trouble which might be the result of con- 
ceding to all demands of the employees. 
The engineering department might take 
great pride in the fact that there were 
no field complaints on the product, but 
this might be the result of designing a 
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product made virtually of “platinum 
and ermine”. The manufacturing de- 
partment could prove that the production 
schedule was being attained every day 
without fail, but this might be the re- 
sult of having sufficient ‘floaters’ on 
the shop payroll so that they could be 
thrown into the gap wherever a shortage 
developed. The materials control de- 
partment could have a very high material 
turnover and a low inventory but this 
might be the result of ordering goods in 
uneconomically small lots and bringing 
in short items by air express. In my 
opinion the role of the accountant is to 
review all these statistical criteria of suc- 
cess to determine if each function is being 
accomplished in a manner that is benefi- 
cial to the enterprise as a whole. If not, 
an appropriate report would be in order. 
This requires vision and objectivity. 

Sometimes reports can be prepared on 
the principle of exception and submitted 
only when there is a definite reason 
therefor. One of our divisions handles 
the daily production statement in this 
manner. If production is being main- 
tained according to the predetermined 
schedule which is well known by manage- 
ment, it is unnecessary to compile a de- 
tailed report each day giving production 
figures. Management does not want to 
concern itself with matters which are 
routine and altogether in-line. In this 
case Management needs a report only 
when there are deviations from the 
schedule. It thus serves as a specific 
basis for corrective action by manage- 
ment. 


Frequency of Reports 
The frequency with which reports 
should be issued can vary widely depend- 
ing upon the subject of the report. Al- 
most any reporting system could stand 
scrutiny in this regard. It is possible 


that many reports which are now made 
monthly should be on a quarterly basis 
Some of the reporting in 


Of vice versa. 
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our factories which is now on a weekly 
basis should probably be on a daily basis 
in order to give plant supervision a 
prompter opportunity for correction of 
excess or abnormal costs. 


In the case of a new product which we 
put into the field several years ago, we 
started out by asking for an immediate 
report on field complaints. As failures 
became less and less frequent, this re- 
port was changed to a monthly basis and 
later to a quarterly basis. On the other 
hand, in the same division where this oc- 
curred, it was found that a scrap report 
formerly prepared weekly was not reach- 
ing the plant management soon enough 
to enable them to make a prompt correc- 
tion of a situation leading to excessive 
scrap. This report was accordingly 
changed to a daily basis thereby enabling 
the plant supervision to take the correc- 
tive steps needed to avoid an undue 
amount of scrap. 


We have also developed a form of re- 
porting in the Harvester Company in 
connection with long-range financial 
planning. This is based upon the estab- 
lishment of a budget for capital expen- 
ditures for the current year and the suc- 
ceeding four years. This budget is re- 
viewed quarterly with the executive man- 
agement and revisions are made when- 
ever necessary. In conjunction with this 
quarterly capital budget, forecasts of the 
operating results and financial position 
of the company are prepared, generally to 
the end of the succeeding fiscal year. 
These forecasts and capital budgets form 
the basis for quarterly discussions by an 
officers’ finance committee. 

These quarterly finance meetings are 
usually held just prior to the regular 
meeting of the Board of Directors. At the 
Board meeting these long-range reports 
are presented for consideration, together 
with such recommendations as the com- 
mittee may wish to make. 


These reports are most useful to the 
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management and to the Board, although I 
do not want to leave the impression that 
we can accurately predict our capital re- 
quirements for a five-year period or 
even the current financial position to the 
end of the next fiscal year. However, 
since these reports are revised each quar- 
ter, there is a periodical correction of 
any inaccuracies. It is similar to a ship 
sailing across the ocean, which is seldom 
exactly on her course, but whose oscil- 
lations are constantly being corrected un- 
til her destination is reached. 

These reports make our management 
more aware of changing trends and finan- 
cial problems. It enables them to make 
more intelligent decisions today by recog- 
nizing the financial impacts of possible 
future developments. 


Conclusion 


In conclusion I might say that my ex- 
amples of reports which influence man- 
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agement decisions are by no means com 
plete. We have many situations which 
are arising constantly at the company’s 
various operations and at different levels 
of managerial responsibility which in- 
volve investigation and reporting. This 
does not mean that managerial decisions 
are never made without first preparing 
pertinent data. Many decisions which 
are on-the-spot decisions, so to speak, 
must be made every day. Time does not 
always permit careful deliberation or 
investigation. But such decisions, even 
though not supported by formal reports, 
are, nevertheless, based on facts and gen- 
erally reflect years of experience and 
judgment. 

There will always be important areas 
in the managerial realm when decisions 
should not be made without first obtain- 
ing adequate data. When management 
has learned from experience the value 
of such data they will be unwilling to 
proceed without such reports. 


ONE MAN’S VIEW 


A DOG IS ENTITLED TO AT LEAST ONE BITE 


have been cheered by reading that 

the Income Tax Appeal Board has 

disallowed a claimed expense of golf 

club membership dues paid by an ap- 

pellant on behalf of two employees. Our 

ptivate view has always been that one 
didn’t get anywhere playing golf. 
On the other hand, sailing ..... 


* * & 


We conclude this note by quoting from 
“Official Report of Debates — The Sen- 
ate of Canada — February 5, 1951”: 


Hon. Jobs T. Haig: Honourable senators, 
I am in a very fortunate position for, as 
none of my party colleagues are yet in the 
chamber, the party for the time being is 
unanimous in its approval of the words I 
am going to utter to-night. 











Problems Raised by the 





Undistributed Income Provisions 


In the Income Tax Act 


By Stanley E. Edwards, B.A., LL.M. 


The new tax enactments pose many difficulties, 
but the Companies Acts in Canada create still more 





ECTION 954A of the Income Tax Act 

has been in effect now for the greater 
part of a year. Few statutory provisions 
have caused such immediate and wide- 
spread interest and study. The section 
is unique in that it has induced taxpayers 
to contribute millions of dollars volun- 
tarily to the Canadian government. It 
has the twin virtues of being both ap- 
pealing to taxpayers and highly pro- 
ductive of revenue. The section has 
a strong appeal to private companies be- 
cause it provides a way of solving their 
undistributed income problems. This is 
particularly important in the case of 
private companies whose principal share- 
holders wish to make provision for the 
payment of succession duties or for the 
withdrawal of funds from the company 
for some other reason. 

A private company ordinarily can, 
upon making an election under s. 95A, 
arrange its affairs in such a way that all 
or part of its assets may be distributed 
to its shareholders free of tax in their 
hands. This can be done, however, only 
if the election and payment of the 15% 
tax are followed by the carrying out of a 
corporate procedure which will result in 
a deemed dividend under s. 73 of the 
Income Tax Act. In determining what 


corporate procedure may be followed it 
is necessary to consider not only the 
applicable provisions of the Income Tax 
Act but also of the relevant Companies 
Act, and the general principles of com- 
pany law. The applicable company law 
sometimes results in difficulties in deter- 
mining upon a procedure which can be 
used in taking advantage of the provi- 
sions of the Income Tax Act. 

Section 95A and related sections have 
been, on the whole, well worked out and 
well drafted. However, experience has 
revealed and no doubt will continue to 
reveal consequences of the legislation 
which could not have been readily fore- 
seen. This article will deal with some 
of the practical difficulties, problems and 
inequities which have been or may be 
encountered by companies in formulating 
plans to take advantage of s.95A. Some 
of these arise solely from the terminology 
of certain provisions of the Income Tax 
Act. Others result from rules of com- 
pany law which interfere with or render 
undesirable procedures which, under the 
Income Tax Act, might be employed to 
take advantage of s. 95A. Consideration 
will also be given to problems arising 
under s. 27(1A) which relates to “con- 
trolled corporations”. 


11d 








Problems re Undistributed Income Provisions 


Amount on Which 15% Tax 
May Be Paid under s. 95A(1) 


Under s. 95A(1) a private company 
may elect to pay the 15% tax on “an 
amount equal to its undistributed income 
on hand at the end of the 1949 taxation 
year minus its tax-paid undistributed in- 
come as of that time”. It will be seen 
that the amount on which the company 
may elect to pay the 15% tax under 
this subsection is inflexible. A company 
which had a large undistributed income 
at the end of its 1949 year, but which 
has subsequently suffered losses or paid 
dividends in excess of its post- 1949 
earnings will be in a relatively unfavour- 
able position. If such a company wishes 
to take advantage of the legislation, its 
only right under subsec. (1) of s. 95A 
will be to pay the 15% tax on an amount 
which may be considerably larger than its 
undistributed income at the date of the 
election. 

In this connection the Canadian Tax 
Foundation has made a recommendation 
to the Government for the amendment of 
95A(1) which would eliminate this diffi- 
culty. The recommendation is that a 
company should be permitted to elect 
under s. 95A(1) to pay the 15% tax 
on the lesser of two amounts, namely 
(a) its undistributed income on hand 
at the end of 1949 minus its tax-paid 
undistributed income at that time or 
(b) its undistributed income on hand 
at the end of the last taxation year that 
terminated before the date of the elec- 
tion minus its tax-paid undistributed in- 
come at that time. 


Definition of 
Undistributed Income on Hand 
A special type of problem is encount- 
ered under the present legislation where 
a company having a capital surplus’ wish- 


1In this article the term “capital surplus” is 
mot necessarily used in its usual sense but is 
employed ta describe any surplus of a com- 
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es to capitalize that surplus by carrying 
out a procedure under which redeemable 
shares or other securities representing 
that surplus are placed in the hands of 
its shareholders. This problem is caused 
by the wording of s. 73A(1)(a) of the 
Income Tax Act. 

Under s. 73A(1)(a) “undistributed 
income on hand” at any time in any 
taxation year is defined in such a way 
that it includes the income of the com- 
pany up to the end of that taxation year. 
The result is that if a company wishes to 
capitalize a capital surplus early in a 
taxation year, there will at that time be 
a deemed distribution under s. 73 of an 
amount equal to the company's undis- 
tributed income as at the end of that 
fiscal period, the amount of which will 
be unknown at the time of the capitaliza- 
tion. Since at the time of the capitaliza- 
tion it will ordinarily be impossible for 
the company to have paid the 15% tax 
on its income for the current year, the 
earnings of the company for at least a 
full year will, in the ordinary course of 
events, be included in the incomes of the 
shareholders. 

In some cases, however, measures can 
be adopted by which capital surplus can 
be capitalized without subjecting the 
shareholders to tax on the income of the 
company for a full year. This may be 
done by having the company sell its 
assets early in a taxation year to a new 
company which will continue to carry 
on the same business. The vendor com- 
pany may receive in consideration for its 
assets redeemable securities of the new 
company which it can then distribute to 
its shareholders on winding up or sur- 
rendering its charter. In other cases a 
company may avoid the difficulty by sell- 
ing its income-producing assets to an 
associated company even though it con- 
tinues in existence. These are rather 


pany not included in its “undistributed income 
on hand” as defined in the Income Tax Act. 














cumbersome procedures to be adopted 
for the purpose of accomplishing so lim- 
ited an objective. Accordingly, the re- 
sult frequently is that a company leaves 
its capital surplus uncapitalized. 

In this connection, a recommendation 
has been made to the Government 
by the Canadian Tax Foundation that 
s. 73A(1)(a) be amended so that 
“undistributed income on hand” of a 
company at any time during a taxation 
year will be determined as at the end of 
the previous taxation year, subject to the 
deduction therefrom of dividends paid 
or deemed to have been paid in the cur- 
rent taxation year up to the time in 
question. If this recommendation should 
be adopted, the definition would be con- 
siderably more satisfactory than it is at 
present because a company would be 
able, before capitalizing a capital sur- 
plus, to ascertain the amount of the divi- 
dend which would be deemed to be re- 
ceived by its shareholders as a result 
thereof. In addition, the capitalization 
could be effected without subjecting the 
individual shareholders to tax at the 
personal rates on the income of the com- 
pany for the current year. 


Amount of Stock Dividend 

Which May Legally Be Paid 
Where a company has paid the 15% 
tax on all or part of its undistributed in- 
come and wishes to capitalize not only 
its tax-paid undistributed income but 
also capital surplus, the question some- 
times arises as to the amount of stock 
dividend which may legally be declared 
and paid. This question arises par- 
ticularly in the case of a parent company 
having one or more subsidiaries which 
have accumulated undistributed income 
subsequent to the acquisition of their 
shares by the parent. If a company pays 
a stock dividend which is in part illegal, 
the directors or shareholders may be liable 
to creditors, particularly after redemption 
of the shares issued. In addition it is 
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possible that if a stock dividend were to 
be paid illegally, amounts received by the 
shareholders on the redemption of the 
stock dividend would be treated as ordin- 
ary dividends for income tax purposes. 

There are provisions in certain of the 
Companies Acts in Canada, notably the 
Dominion Act and the Ontario, Quebec 
and New Brunswick Acts, which provide 
in effect that a stock dividend may be 
paid in any amount which the company 
may distribute by way of cash dividend. 
Under the Companies Acts of the other 
Provinces, a company may be empowered 
by its letters patent or articles of asso- 
ciation to declare a stock dividend. Such 
stock dividend, however, may not exceed 
the amount which the company is legally 
entitled to pay by way of cash dividend. 
Accordingly, it may sometimes be neces- 
sary to examine the nature of a capital 
surplus to determine whether or to what 
extent it could be distributed by way of 
cash dividend. 

The decisions of the Courts clearly 
indicate that a dividend may legally be 
paid from a realized capital surplus. The 
cases also indicate that in some circum- 
stances at least a dividend may properly 
be paid from an unrealized capital sur- 
plus resulting from writing up the value 
of an asset. Where, for example, depre- 
ciation has been taken on a company’s 
assets which has proved to be greater 
than the decrease in their value, the 
directors may ordinarily, subject to the 
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provisions of the applicable Companies 
Act, write the assets up to their true 
value and pay dividends from the capi- 
tal surplus resulting from such write-up, 
provided of course that the write-up does 
not exceed the depreciation which has 
been taken on the assets. Also, even 
though no depreciation has been taken 
on a company’s assets, if their value has 
increased above their cost to an amount 
which is readily realizable, generally 
speaking the assets may be written up on 
the company’s books to that amount, and 
a dividend paid from the capital surplus 
resulting from the write-up. However, 
in some circumstances a company may 
have a capital surplus arising from a 
write-up in the value of its assets, from 
which a dividend could not legally be 
paid. 

The question may sometimes arise 
whether a parent company can legally 
pay a stock dividend from a surplus re- 
sulting from the writing up on its books 
of the investment in a subsidiary. The 
writer understands that it is proper ac- 
counting practice to write up the invest- 
ment in a subsidiary on the books of 
the parent by the amount of the subsidi- 
ary's earnings subsequent to the acquisi- 
tion of its shares by the parent. If this 
practice is followed, of course, any divi- 
dends paid by the subsidiary to the par- 
ent would be applied in writing down 
the investment in the subsidiary. Al- 
though there has been no case of which 
the writer is aware in which the point 
has arisen, there may be some doubt as to 
whether a dividend could legally be paid 
from such a surplus. Therefore, where a 
parent company wishes to capitalize a 
surplus resulting from the accumulation 
of earnings in the hands of a subsidiary, 
it would appear desirable for the subsidi- 
ary to effect a distribution of its accum- 
ulated earnings so that they will form 
a realized surplus in the hands of the 
parent company. The subsidiary, if it is 
a “private company”, may do this by 
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electing to pay the 15% tax on its un- 
distributed income, declaring and paying 
a stock dividend to the parent company 
in redeemable preference shares in an 
amount equal to its tax-paid undistribut- 
ed income, and then redeeming, or reduc- 
ing its capital by paying off, the shares 
issued by it as a stock dividend. The 
amount received by the parent company 
on such redemption or reduction will not 
be included in its undistributed income 
but will form a realized surplus which 
the parent company can clearly capitalize 
by the payment of a stock dividend. 


Parent and Subsidiary Companies 


Some of the most difficult problems 
raised by section 95A relate to parent 
and subsidiary companies. If, subse- 
quently to 1949, a subsidiary distributes 
part or all of its 1949 undistributed in- 
come to its parent company by way of 
dividend, the amount distributed will 
constitute post-1949 earnings in the 
hands of the parent. The parent com- 
pany will, therefore, not be entitled to 
pay the 15% tax on such undistributed 
income under s. 95A(1). 


In such situations it is usually more 
advantageous for the subsidiary not to 
make any distribution of its 1949 un- 
distributed income by way of ordinary 
dividend, but rather to distribute such 
undistributed income by electing to pay 
the 15% tax thereon, paying a stock divi- 
dend in redeemable preferred shares and 
then retiring those shares. The amount 
received on such a distribution will not 
be added to the undistributed income on 
hand of the parent company as would an 
ordinary dividend but nevertheless will 
be available for distribution. However, 
the parent company cannot distribute 
this surplus to its individual shareholders 
without subjecting them to tax at the 
personal rates on its undistributed income 
on hand on which it has not paid the 
15% tax. As is explained above because 
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of the way in which “undistributed in- 
come on hand” is defined at the present 
time, this will ordinarily include the 
earnings of the parent company for at 
least one year. 


In this connection, the Canadian Tax 
Foundation has put forth a recommenda- 
tion to the Government that the Act be 
amended so that where a dividend is 
deemed, under s. 73, to have been re- 
ceived by a corporation from another 
corporation having tax-paid undistribut- 
ed income, the receiving corporation's 
portion of the payer corporation’s tax- 
paid undistributed income shall be added 
to the tax-paid undistributed income of 
the receiving corporation. It is under- 
stood that the Departments of Finance 
and of National Revenue are giving con- 
sideration to this suggested amendment. 


If such an amendment should be en- 
acted, tax-paid undistributed income 
of a subsidiary company could be dis- 
tributed in such a way that it would form 
tax-paid undistributed income in the 
hands of the parent company. This 
amount could then be distributed by the 
parent company to its shareholders free 
of tax in their hands. The result would 
be that public companies with subsidiar- 
ies would be enabled to take advantage 
of s. 95A with respect to the undistribut- 
ed incomes of their subsidiaries. It is 
not clear at present whether government 
policy will be to make opportunities of 
this kind available to public companies. 
This general question is discussed at a 
later stage in this article. If the Govern- 
ment should not wish to extend the 
operation of s. 95A to public companies, 
it may nevertheless afford substantial re- 
lief to private companies by amending 
the legislation in the manner suggested 
by the Canadian Tax Foundation, sub- 
ject to a limitation of the amendment to 
cases in which the receiving corporation 
is a private company which is itself en- 
titled to make an election under s. 95A. 
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Redemption of Preferred Shares 

Companies incorporated in certain jur- 
isdictions may capitalize tax-paid undis- 
tributed income by issuing stock divi- 
dends in redeemable preferred shares 
which may then promptly be redeemed. 
However, companies incorporated in 
other jurisdictions are subject to statu- 
tory restrictions on the redemption of 
preferred shares. The Dominion Com- 
panies Act and the Companies Acts in 
Alberta, Saskatchewan, Nova Scotia, 
British Columbia and possibly Mani- 
toba, contain provisions which in effect 
prohibit redemption of preferred shares 
except out of the proceeds of a new 
issue of shares or out of profits? A 
company which has issued preferred 
shares as a stock dividend will ordinarily 
have capitalized all of its accumulated 
profits. Consequently, the effect of the 
provisions above referred to is that such 
preferred shares cannot promptly be re- 
deemed except out of the proceeds of a 
new issue of shares. 


In the case of companies incorporated 
under statutes which contain provisions 
restricting the redemption of preferred 
shares, the tax-paid surplus and any cap- 
ital surplus which has been capitalized 
may be distributed, however, by reducing 
capital by paying off the preferred shares 
rather than by redeeming them. In order 
to carry out a reduction of capital there 
are certain procedural steps, such as the 
circularization of creditors, which must 
sometimes be taken by reason of the pro- 
visions of the relevant Companies Act. 
However, if the procedure is carefully 
worked out and if the company is solvent 
and will clearly be in a position to pay 
all its debts after the proposed reduction 
of capital, these requirements can usually 
be minimized. 

If it is not desired that the company 


2 The Companies Act of British Columbia 
also permits the redemption of such shares out 
of the proceeds of an issue of debentures. 
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distribute its tax-paid undistributed in- 
come immediately, but rather that it 
should be placed in a position to do so 
promptly when the need arises, a differ- 
ent procedure may be followed. The 
company may reduce its capital and, in- 
stead of distributing cash to the share- 
holders on such reduction, may issue 
notes or debentures to them in the amount 
by which its capital is reduced. Alter- 
natively, and perhaps preferably, the com- 
pany may distribute cash to its sharehold- 
ers on the understanding that the share- 
holders will then loan the cash received 
by them back to the company. If neces- 
sary, the cash required for such distribu- 
tion could be borrowed temporarily from 
the bank. It would appear probable 
that the interest payable to the share- 
holders on such a loan would be de- 
ductible in computing the income of 
the company. 


Problem of Shareholders 
Who Are Trustees 

Where a stock dividend is issued to a 
shareholder who is a trustee, the ques- 
tion frequently arises as to which of 
two or more beneficiaries of the trust 
is entitled to the stock dividend. Where 
the trust instrument is silent as to the 
disposition of stock dividends received 
by the trustee and where one beneficiary 
is entitled to the income of the trust 
and another is entitled to the capital, 
the question arises as to whether the 
stock dividend is income or capital of 
the trust. ‘There have been numerous 
British cases in which it was held that 
a stock dividend was capital in the hands 
of a trustee. However, there have been 
at least one British case and two Cana- 
dian cases in which the contrary con- 
clusion was reached by the Courts. For 
this reason the law on this point is not 
entirely certain. Each case must be de- 


cided on its own facts and it appears 
from the decisions that the result can 
be influenced to some extent by the form 
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in which the resolution declaring the 
stock dividend is expressed. 

Where the beneficiaries of the trust 
are of full age it may be possible to 
solve the problem by having the bene- 
ficiaries of the trust agree as to the 
manner in which the stock dividend shall 
be treated by the trustee. . However, 
this is not possible where some of the 
beneficiaries are not of full age. Where 
shares of a private company are held 
by a trustee, before a stock dividend is 
declared by the directors, consideration 
should be given to its ultimate disposi- 
tion as between beneficiaries of the 
trust. When a new trust is being estab- 
lished, part or all of the property of 
which consists of shares of a company, 
specific provision should be made in the 
trust instrument as to the disposition of 
stock dividends received by the trustee. 
Also, in drawing wills this point should 
be kept in mind and existing wills should 
be reconsidered as a result of the new 
legislation. 


Residents and Non-Residents 

Awkward questions sometimes arise 
where some of the shareholders of a 
company are residents and others are 
non-residents. In some such cases it is 
clearly in the interests of the shareholders 
who are resident in Canada for the com- 
pany to pay the 15% tax and then to 
effect a capitalization or a distribution 
of the company’s tax-paid undistributed 
income. However, such action may be 
obviously contrary to the interests of the 
shareholders who are non-residents. 

The nature of the problem presented 
in such cases will depend upon whether 
the residents or the non-residents have 
control of the company. Non-resident 
shareholders will not usually be anxious 
that the company should make an elec- 
tion to pay the 15% tax. Therefore 
where non-residents are in control of a 
company the resident shareholders may 
be deprived of the benefit of section 95A. 
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If, on the other hand, the resident 
shareholders are in control of the com- 
pany, they may wish to pay the 15% 
tax and to effect a capitalization of the 
tax-paid undistributed income of the 
company, even though this might result 
in virtual confiscation of the interests of 
the non-resident shareholders under the 
tax laws of the countries in which they 
are resident. If the shareholders who 
are not resident in Canada do not have 
the right under company law to prevent 
the proposed action, an obvious injustice 
might be worked upon them. 

There may be a question, however, 
whether the directors of a company have 
power to make an election under section 
95A without the consent of all or sub- 
stantially all the shareholders, particu- 
larly if some of the shareholders could 
not possibly benefit from the making of 
such an election. Even though the non- 
resident shareholders of a company are 
in the minority, the directors may be 
well advised not to make an election 
under section 95A or to effect a capital- 
ization of the company’s tax-paid undis- 
tributed income, if such action would be 
prejudicial to the interests of the non- 
resident shareholders and has not been 
approved by them. It is therefore pos- 
sible in the case of any company having 
non-resident shareholders that the resi- 
dent shareholders will be deprived of the 
benefit of section 95A, unless they can 
induce the non-residents to sell their 
shares to residents of Canada. 

The difficulties above referred to might 
be alleviated if the Government were to 
raise the question with governments of 
other countries. Provisions might be 
worked out either in international taxa- 
tion agreements or in the taxation sta- 
tutes of other countries which would al- 
low some kind of tax relief to the non- 
resident shareholders of a Canadian com- 
pany which has paid the 15% tax and 
has capitalized its tax-paid undistributed 
income. 
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Public Companies 
and Controlled Corporations 


At the time when s. 95A was passed, 
subsecs. (1A) to (1F) inclusive of s. 27 
were also enacted. These subsections 
deal with “controlled corporations” which 
include any resident company the con- 
trol of which has been acquired by an- 
other company after May 10, 1950. The 
definition of “private company’ in s. 
95A(3) includes such contsolled corpor- 
ations regardless of the number of their 
shareholders. Section 27(1A) provides, 
generally speaking, that where a con- 
trolled corporation pays dividends out 
of its surplus which existed at the com- 
mencement of the taxation year in which 
the control was acquired, such dividends 
will be subject to tax in the hands of 
the controlling company at the regular 
corporate rates, unless the controlled cor- 
poration has paid the 15% tax on such 
surplus. In other words, if the 15% 
tax has not been paid on such surplus, 
tax-free dividends may be paid to the 
controlling company only to the extent 
of earnings of the controlled corporation 
in completed taxation years during the 
control period. 


The purpose of these provisions was 
presumably to discourage any company 
which purchases the shares of a second 
company from using the surplus of the 
second company to pay part of the pur- 
chase price. In several instances a com- 
pany has acquired control of another 
corporation subsequent to May 10, 1950, 
for the apparent purpose of causing the 
controlled corporation to make an elec- 
tion, pay the 15% tax on its undistribu- 
ted income and then proceed to capitalize 
the resulting tax-paid undistributed in- 
come. It is evident that the controlling 


shareholders of certain companies may, 
if they wish, take advantage of section 
95A in this way. It is possible that this 
development was foreseen and welcomed 


by the Government because it has resulted 
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in the 15% tax being paid on surpluses 
which otherwise would probably not have 
been distributed. It may even be that 
the Government plans to extend the ap- 
plication of section 95A to all public 
companies. At the time the legislation 
was introduced in Parliament in May, 
1950, the Minister of Finance stated 
“after we have seen how this works for 
a year, it may be possible to extend it 
to public companies”. 

There are several reasons why it would 
appear that section 95A should be ex- 
tended in its application to public com- 
panies. There does not appear to be 
any logical reason for distinguishing be- 
tween a private company and a public 
company except that the undistributed 
income problem is likely to be less acute 
in the case of a public company. How- 
ever, the fact that many public companies 
would not wish to take advantage of 
the provisions does not appear to be a 
good reason for denying them the oppor- 
tunity of doing so. Furthermore, if 
some public companies can qualify as 
private companies by becoming controlled 
corporations, the legislation appears to 
discriminate against other public com- 
panies, the controlling interest in which 
is not held by any one group and which 
are therefore unable to qualify as “‘priv- 
ate companies”. It would therefore ap- 
pear that the fairest way to deal with 
the problem would be to make s. 95A 
applicable to all companies resident in 
Canada. 


Section 27(1A) 

Section 27(1A) may in some circum- 
stances occasion considerable hardship. 
Under this subsection, if a controlled cor- 
poration has not paid the 15% tax on 
all of its pre-control surplus, any divi- 
dends paid by it out of its pre-control 
surplus will be taxable in the hands of 
the controlling corporation at the regular 
corporate rates. However, the controlled 
corporation may not be entitled under 
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s. 95A to elect and pay the 15% tax on 
all of its pre-control surplus. It may 
have acquired substantial surplus after 
the end of its 1949 taxation year but 
prior to the control period, but may not 
have paid substantial dividends between 
the end of the 1949 taxation year and 
the time at which control was acquired. 
In these circumstances the controlled cor- 
poration would not be entitled under the 
terms of s. 95A(2) to make an election 
or to pay the 15% tax with respect to 
such surplus until some of its earnings 
in the control period have been dis- 
tributed by way of dividend. Therefore, 
until an election could be made with 
respect to such surplus, no dividends 
could, as a practical matter, be paid by 
the controlled corporation, except out of 
its earnings in completed taxation years 
in the control period. It may therefore 
be difficult to sell the controlling shares 
of any company which has acquired a 
substantial surplus after the end of its 
1949 taxation year but which has not 
paid dividends since that time substan- 
tially equal in amount to that surplus. 
This problem will obviously become in- 
creasingly more critical as time goes on 
and as corporations acquire more sub- 
stantial post-1949 surpluses. 

The difficulty may be forestalled by 
the adoption by companies of the policy 
of paying out approximately 50% of 
their earnings in each year by way of 
ordinary dividend. A company which 
has followed this course will be entitled 
under s. 95A(2) to elect and to pay 
the 15% tax with respect to its post- 
1949 surplus. However, this solution 
may not appeal to some companies which 
may wish to plough back more than 
50% of their earnings into the business. 
Furthermore, this policy might not be 
adopted by a public company if it is 
not foreseen that the controlling interest 
will ever be acquired by another com- 
pany. For these reasons the combined 
effect of secs. 27(1A) and 95A may 
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result in considerable hardship in some 
cases. 

Section 27(1A) also causes difficulty 
where a holding company, which has 
controlled one or more subsidiaries since 
ptior to May 10, 1950, sells its assets 
to a new company controlled by the 
same persons. Such a sale may be car- 
ried out for reasons wholly unconnected 
with undistributed income problems or 
taxation considerations. Nevertheless the 
result of the sale will be that the sub- 
sidiaries become controlled corporations. 
Unless the subsidiaries pay the 15% tax 
on all pre-control surpluses, they will be 
unable to pay dividends to the new hold- 
ing company except out of earnings in 
completed taxation years in the control 


period. 


Conclusion 
It will be seen that certain difficulties 
and inequities may arise by reason of 


A Recent Book 


A System of Industrial Administration, 
by Edward E. Webster; published by 
Gee and Co. (Publishers) Ltd., Lon- 
don; pp. 120; price 22/ post free 





In a relatively few pages this subject 
has been given an exceptional coverage. 
In this volume the author not only des- 
cribes a suggested administrative pro- 
cedure for a medium or small-sized man- 
ufacturing concern, but also illustrates a 
complete set of appropriate forms to be 
used in conjunction with the proposed 
procedure. 


There is an outline of the course of an 
order from the time it is received until 
it is shipped and the author covers all the 
paper work necessary to insure the proper 
productive, administrative and accounting 





s. 95A. Some of these difficulties and 
inequities will possibly be reduced or 
eliminated by amendment of the legis- 
lation. Some of the problems which 
face private companies seeking to take 
advantage of s. 95A result from rules of 
company law. It is not easy to see how 
these difficulties could be reduced sub- 
stantially by the amendment of s. 95A 
or related sections of the Income Tax 
Act, unless the basic scheme of the leg- 
islation were to be altered. Many prob- 
lems would disappear, for example, if 
companies were permitted to distribute 
tax-paid undistributed income by way of 
ordinary dividend which would be free 
of tax in the hands of their shareholders. 
Unless, however, some such major 
amendment were made in the present 
provisions of the Income Tax Act, no 
means of escape from the consideration 
and working out of these difficulties is 
readily apparent. 


control for efficient handling. The chap- 
ters on the purchasing, receipt, handling 
and storing of goods are profusely illus- 
trated with forms required in these oper- 
ations. 

Mr. Webster stresses the importance of 
cost accounting in modern industrial ad- 
ministration since management relies on 
cost information to formulate not only 
policies but prices, especially in a compe- 
titive market. The chapter on cost and 
works accounting explains in detail a sys- 
tem necessary to compile the pertinent 
data as efficiently as possible. The latter 
chapters cover wage structure and com- 
pilation and, in addition, the control of 
staff records. 

M. P. GREENHILL, C.A. 
Oshawa, Ontario 


Office Production 
And Control 


By R. L. B. Joynt, C.A. 


Production controls must be exercised 
in some form or other by every office manager 





— word “production” is still an 
unfamiliar term to most office people. 
We all understand factory production 
statistics. A certain factory turns out 
50 tractors per day, or 1,000 tires per day, 
or 5,000 rolls of film per day — they 
are tangible and easy to visualize. On 
the other hand, office work seems some- 
what intangible — we are singularly un- 
impressed that ‘A’ company makes 100 
ledger entries per hour, or “B” company 
files 900 bits of paper per day. 

This unsatisfactory attitude quite pos- 
sibly stems from the idea that offices 
do not produce anything which provides 
revenue. It represents overhead expense 
or burden; if you will, it is a necessary 
evil in the eyes of management, not 
causing too much concern, but at the 
same time receiving little attention. 


Efficient production control is, of 
course, the goal of every office manager. 
At the same time, control of production 
is, in my opinion, something of a mis- 
nomer. The volume of office work, in 
the final analysis, depends on factory 
production and sales to the trade, neither 
of which factor is controllable by the 
office. If, however, we have no control 


of the quantity, we can well maintain 
an interest in the flow of work, as well 
as its quality. 

Therefore, unpalatable as is the subject 
of “Office Production and Control”, let 
us approach it with a critical but unpre- 
judiced eye. 


Production Analysis 
and Work Measurement 

Production analysis and work meas- 
urement are quite closely related. 

Production analysis is the breaking- 
down of the individual job or of the 
work in a department into satisfactory 
measurable units. These units may be 
key strokes, square inches of typing, 
letters transcribed, copy typed, invoices 
typed, billings extended, prices entered, 
postings made, columns added, cards 
sorted, cards key-punched, cards tabu- 
lated, letters opened, letters filed, let- 
ters mailed, machine calculations made, 
or any combination that is considered 
reasonable or practical. 

Work measurement is the logical 
next step of totalling the units by the 
day or by the job. This total may be 
a basis for pay calculation, or perhaps 
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more commonly it may be compared 
with previous performance, estimated 
requirements, or established standards. 


After a brief study it will be evident 
that many of these units must be used 
with discrimination. The daily num- 
ber of invoices typed will provide sat- 
isfactory information as to whether 
that department is adequately staffed, 
but the same basis might be quite 
inaccurate as a method of remunera- 
tion. 

Measurement by key strokes, being 
a mechanical unit, may seem an obvious 
choice. However, a key-stroke counter 
on every typewriter in an office will 
mean a sizeable investment. At the 
same time it will be necessary to 
“weight” key strokes. Copy work rates 
lower than transcribing, but where does 
multi-copy statement work fit in? 
Should there be a penalty for errors, 
or a bonus for perfect or near-perfect 
work? In short, there is no ready- 
made formula, no cut and dried meth- 
od. Each situation will require differ- 
ent treatment. 

There is another important item 
which has nothing to do with the 
choice of unit. It is the overcoming 
of inertia in the recording of produc- 
tion. There are few companies, indeed, 
which have placed as much importance 
on office production analysis and con- 
trol as they have on comparable manu- 
facturing functions. Many office su- 
pervisors will frown on “wasting” time 
on any new-fangled production an- 
alyses for such reasons as: “the work 
must all be done, anyway, there is 
nothing you can eliminate”; “we are 
doing the best we can, why are you 
checking up on us?”; “production rec- 
ords mean extra work with no offsetting 
advantages”. Therefore, be prepared to 
do a good selling job to justify the 
advantages of production analysis and 
controls. 
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Setting Production Standards 


Office standards might also pay at- 
tention to equipment, such as type- 
writers, to supplies such as paper, eras- 
ers, to conditions, such as light inten- 
sity, or to safety standards. Although 
all of these items have varying effects 
on office production, reference will be 
made mainly to standards of produc- 
tion. 

What is a standard? Let us not 
confuse standardization with simpli- 
fication — two important but unrelated 
functions of office management. A 
N.O.M.A. bulletin defines a standard 
as representing “the best current know- 
ledge of a practice or an item, to meet 
the necessities of current conditions”. 
Simplification, on the other hand, is the 
reduction or elimination of some of the 
steps in a procedure. Whereas simpli- 
fication reduces the number or length 
of certain steps, standardization estab- 
lishes the uniformity of the steps actually 
performed. 


What is required of a standard? Or 
to say it anotner way, what desirable 
factors should a standard attempt to 
achieve? 


(1) Accuracy and Precision 


In the first place, any standard must 
not only be accurate, but should have 
the proper degree of precision. Paper 
standards of, say 8-1/2 x 11, would al- 
low possibly 1/16th inch variance, where- 
as a 3 x 5 card should have a tolerance 
of possibly 1/64th inch. 

The degree of precision will depend to 
some extent on its use. Normal or stand- 
ard key strokes per hour for an order 
typist might be an average of the de- 
partment production, and provide an em- 
inently satisfactory yardstick. But a 


standard on the same operation, for use 
as pay basis, should be substantiated by 
time-study. 
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(2) Workability 

In the second place, standards must 
be workable. Unreasonable or indefinite 
requirements will cause confusion and 
discontent. For example, standards of 
payroll calculations for “A” company 
cannot be used by “B” company unless 
conditions are identical. As an actual 
example, one company quotes a standard 
for posting debits and credits to bank 
customers’ accounts on one well-known 
bookkeeping machine of 450 per hour, 
whereas another company posts custom- 
ers’ accounts on another well-known 
bookkeeping machine at approximately 
125 per hour. The reason for the dif- 
ference is not the equipment, not the 
operator, but the system. The second 
company codes all entries and accumu- 
lates monthly sales at the same time and 
this means several additional operations. 

Do not copy another firm’s standards 
and expect to install them in your own 
office without variation. 


(3) Flexibility 
Flexibility is a third factor. For ex- 
ample, a standard set for a regular, 
standard typewriter would require varia- 
tion when used on an electric typewriter. 


(4) Acceptability 

And finally, a standard must be ac- 
ceptable. Rank and file as well as su- 
pervision must understand thoroughly 
what is being done, and must be sold 
on the merits of the procedure. A 
clerk who is not in agreement with a 
change in work procedure can make it 
unworkable in spite of the management's 


best efforts. 


When Should a Standard Be Set? 

It will be evident that a standard 
would be superfluous on a job requiring 
a few minutes’ typing each week. Gen- 
erally speaking, therefore, standards will 
be most useful and successful where (1) 
there is a relatively large or concentrated 
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Following graduation from the 
University of Western Ontario, 
Mr. R. L. B. Joynt, C.A. contin- 
ued his studies and was admitted 
to the Ontario Institute in 1933. 
After practising his profession for 
several years, he joined Canadian 
Kodak Co., and is now assistant 
comptroller. 


volume of work, e.g. payroll calculations, 
or (2) there are repetitive operations 
by a number of people, e.g. order typ- 


ing, invoicing. 


How Is a Standard Set? 

Before a standard is set, the job or 
procedure must be studied in detail. 
Flow charts may be used. In many in- 
stances mere study of routing will pro- 
duce items which require adjustment. 
It is essential that the procedure which 
is to be standardized be as simple, work- 
able, and efficient, as possible, before 
standards are set. Any material changes 
in method may nullify results and re- 
quire complete re-study. 


The factors to be measured must be 
carefully selected. Numeric or auto- 
matic measurement should be preferred. 
Avoid necessity for judgment, wherever 
possible. And, finally, define specifically 
the method of measurement as well as 
the qualifying conditions. 

Professor Slater of Evansville College 
warns that “adopting time-study tech- 
niques, which have long been successful 
in the plant, to the office situation has 
met with many failures”. He concludes, 
however, that, with proper realization of 
their limitations, and with the co-opera- 
tion of supervision and management, 
time standards can bring office costs un- 
der more scientific control. 


Handling Peak Loads 


Of all the office manager's duties, 
spreading the work load evenly over the 
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day, the week, or the month, is one 
of his most thankless tasks but at the 
same time an unavoidable one. It 
seems that every supervisor calls for help 
when he is overworked, but does he 
rush to you when his department has 
spare time on its hands? This last re- 
mark, however, provides a key for solv- 
ing many peak-load problems. All de- 
partments are not busy at the same time. 
By gaining the confidence and co-opera- 
tion of the department supervisors, the 
office manager is often able to shift work, 
or personnel, between departments to 
handle peak loads. 

This is not exactly a scientific ap- 
proach but it is one that will be found 
very worthwhile. Is there any other 
approach to this thorny problem? 

Scheduling will often provide assis- 
tance. Although its primary purpose is 
to insure that work is performed to meet 
departmental deadlines or overall com- 
pany requirements, an important by- 
product may be the elimination of bottle- 
necks. To express this situation in an- 
other way, proper scheduling will im- 
prove co-ordination between clerks, and 
between departments; and in the process, 
the reduction of work peaks may pro- 
vide savings in excess of those provided 
by the scheduling. 

Here is a simple illustration of what 
can actually happen. Certain analysis 
reports were always late for financial 
closings. The Department “A” felt that 
Department “B” was responsible but 
Department “B” put the onus on De- 
partment “C”. However, Department 
“C” maintained that they were making 
the very best time possible, after receiv- 
ing the work from Department “D”. 

It was decided to schedule the work. 
In this process it was found that every 
Department was doing its wark efficient- 
ly but The completed an- 


alysis was turned over by Department 
“C” to Department “D” which needed 
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it for about half an hour to prove sum- 
mary totals. As Department “D” was 
always quite busy, the report usually 
stayed here a couple of days until it was 
turned over to Department “B’”. No 
one had ever asked Department “D” for 
the report so they had no idea there was 
any particular rush. In this case, sched- 
uling eliminated a bottleneck and reduced 


a peak load. 
Seasonal Peaks 


However, there are other peak loads 
caused by seasonal business, financial 
closings, monthly statements, payroll 
changes, some of which can be antici- 
pated and others which cannot. Each 
situation requires on-the-spot judgment 
as to the nature and treatment necessary. 

So far as humanly possible, anticipate 
peak-load requirements to staff. Unless 
a real emergency arises, give adequate 
notice of the necessity for overtime. 
Nothing disgruntles a clerk quite so 
much as being required — sometimes on 
pain of dismissal — to cancel a date with 
the boy friend. 

However, it may be impossible to 
handle peak loads by working overtime 
with the present staff (or, as is some- 
times the case, the present staff after 
allowing for sickness and unexpected 
resignations). Public stenographers, 
duplicating and tabulating services are 
available to cover unusual conditions 
such as sickness or mechanical failures. 

At the same time, some offices have 
built up loan “pools” of office personnel 
or machines. For instance, one com- 
pany has a machine pool of several older 
typewriters, an adding machine, and an 
electric calculator. The trade-in value of 
this equipment is comparatively small 
but it is seldom that the pool is intact. 
Equipment may be borrowed by a phone 
call, but, of course, any permanent equip- 
ment, installed in a department, must be 
requisitioned in writing and properly 
authorized. 
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Another company actually maintains a 
small clerical staff available on call. The 
reduction of overtime and the improve- 
ment in employee morale, as well as the 
avoidance of overstaffing of departments, 
has, it is felt, justified the experiment. 
At the same time the supervisor has been 
partially relieved of concern over work 
peaks as well as work shortages. 


Incentives 


Piece-work or bonus plans have been 
used successfully in the factory for 
years, but have been comparatively slow 
to make their appearance in most of- 
fices. 

However, it can definitely be argued 
that many of our present pay methods 
are not efficient, economical, or equit- 
able. Incentives may point the way to 
reduced unit office costs as well as pro- 
viding a more uniform method of pay- 
ment for what is produced. 

Perhaps one of the main objections 
to introducing incentives into the office 
is the fact that, in the final analysis, all 
office work cannot possibly qualify. This, 
however, appeared to be the same situa- 
tion in the factory several years ago, 
but many jobs originally considered un- 
measurable are now on standards. At 
the same time, caretaking, stock room, 
power house, and shops labour (repre- 
senting a fair percentage of the plant 
total) are not yet on standards. 

In other words, straight time work 
and incentive work, it has been proven, 
can operate without conflict in the fac- 
tory. This has not been done without 
opposition, but a consistent, tactful, and 
scientific approach eventually established 
the soundness of the policy in the eyes 
of management, as well as demonstrated 
to employees the advantages of wages 
based on productivity. 

There are certain maxims which must 
be understood in setting incentives. 

1. The salary structure should be de- 
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termined independently of the incentive 
system. That is, a bonus must be for 
additional work over and above what 
normally might be expected. 

2. Standard procedures must be set up 
and observed. This does not mean that 
standards cannot be changed, but it does 
mean that when standards are changed, 
incentive basis should be varied accord- 
ingly. 

3. Careful study of work must be made, 
preferably by experienced time-study 
men, and a unit of measurement deter- 
mined. 


4. Incentive bonus must not be changed 
unless there is some definite revision in 
method, equipment, or materials. 


5. The basis should be simple and eas- 
ily understood, and the bonus should 
be large enough to create an urge for 
extra production. 


One company uses a bonus plan in its 
central transcription department. For 
fully qualified girls, this is a wage incen- 
tive plan, with guaranteed base ate, 
using a key-stroke count, with each 
class of work “weighted” based on ac- 
tual time-study. In addition, there is a 
“quality” bonus of 5% if less than 2% 
of letters are returned because of trans- 
cription errors. This system is working 
out so well that no change in equipment 
would be contemplated before being 
tested in the transcription department. 
In recent tests of the new types of dicta- 
ting equipment, one type was disqualified 
because the machine speed was too slow 
for the top operators. 

Typing of railway freight bills by 
male typists is on a rate per bill basis, 
averaged for the group; in the factory 
it would be called a group piece-work 
rate. This job has been operating suc- 
cessfully on this basis, with some modi- 
fications, for several years. 


Undoubtedly there are many other ac- 
tual examples. However, a spot survey 











130 


of the Toronto area would indicate that 
most office work is performed on a 
straight time basis. 


Summary 

From the foregoing remarks, perhaps 
we may be permitted to make some de- 
ductions. 

Production controls must be exercised 
in some form or other by every office 
manager. To some extent, the nature 
of these controls depends on the office 
manager himself. For example, one 
branch keeps numerous records not main- 
tained by another branch. Yet both 
branches are considered by head office 
to be operated efficiently, and further- 
more, neither branch has been instructed 
to change its methods. 

Controls are exercised both formally 
and informally. Generally speaking, the 
larger the office, the greater the need 
for formalized written reports. Written 
reports, however, can never be a sub- 
stitute for personal supervision. 


The actual recording of production is 
a felatively simple matter, although 
mechanical equipment such as ‘‘counters” 
will be required for some operations. 
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The value of production records is great- 
ly increased when they can be compared 
with accepted standards. At the same 
time, however, standards should gener- 
ally be set only on established written 
procedures by experienced personnel. 
Once standards have been established and 
accepted, the introduction of incentives 
on certain office operations may be found 
practical. 

It is perhaps not too much to say that 
there is room for improvement in every 
office. At the same time the head of 
the office services division of a large 
industrial organization highlights the 
constantly changing aspect of office con- 
trols when he writes, ‘““There is a definite 
scarcity of formal procedures [on these 
matters]. It is my experience that be- 
fore the last period is placed upon such 
a project, the first paragraph is obsolete.” 
Such a statement from 4 successful meth- 
ods supervisor is ‘hot in the least cynical, 
but challenging. 

Let us conclude that our first office 
production studies may or may not show 
savings. It is only by continuing work 
and consistently applied study that we 
can obtain maximum results. 


THE SOCIETY FOR ADVANCEMENT OF MANAGEMENT 


The second annual one-day Industrial Engineéring Conference will be conducted 
by the Montreal Chapter of the Society for Advancement of Management oh March 30, 
1951 at the Mount Royal Hotel, Montreal. 
“Engineering a Profit Path”. 


The general theme of the conference is 








Audits of 





Closely-Held Companies 


By F. A. Nightingale, C.A. 


Here, more than elsewhere, 
the personal element is most important 





c is well to recapitulate a few of the 
reasons for the audit appointment: 

1. To present certified financial state- 
ments for banking and credit pur- 
poses. 

2. To present certified financial state- 
ments for tax purposes. 

3. To present to the shareholders an- 
nual financial statements indicating 
in proper accounting form the re- 
sult of operations for the year and 
the financial position of the busi- 
ness. 

4. To comply with statutory require- 
ments. 

5. To verify the accuracy and veracity 
of the staff and accounting records. 

These do not constitute all the reasons 

for an audit appointment but only the 
more usual ones. 


Restricted Audits 

The appointment of auditors of small 
companies and of closely held family 
corporations is sometimes made verb- 
ally (confirmed subsequently on the min- 
utes of the company), and often for 
specific purposes. Audits that are re- 
stricted in scope should be clearly de- 
fined and in writing. 


The auditor of a closely held company, 
which may be a family company or a 
company whose shareholders all actively 
participate in its operation, is confronted 
with problems much more delicate than 
are involved in an audit of a publicly 
owned company. Some of the problems 
of the auditor are intensified (and some- 
times minimized) by the attitude of the 
shareholders. Quite frequently when 
the shareholders are employees of the 
company the following problems arise: 

(a) Lack of appreciation by the chief 
shareholder-manager of the auditor's re- 
sponsibility for the verification of as- 
sets and liabilities of the company. 

(b) Difference of opinion as to per- 
sonal expenses which in the opinion of 
management should be charged as operat- 
ing costs. 

(c) The necessity for an independent 
examination by an auditor to ensure 
that company regulations are complied 
with, particularly when, as in the case 
of Nova Scotia, no penalty is imposed 
for non-compliance with certain sections 
of the Companies Act. 

(d) Misunderstanding by the chief 
shareholder of the reason for disallowing 


A paper read to the 48th annual meeting of the D.A.C.A., Charlottetown, August 1950 
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the reserve for merchandise as inven- 
toried, reserve for bad debts, etc. He 
cannot understand why these reserves 
are disallowed for tax purposes when all 
he seeks is protection against changing 
economic conditions, etc. 


(e) Interpretation of the Income Tax 
Act. This problem is complex with 
large companies but it is a real prob- 
lem with a small company. In a large 
company with its battery of departmental 
experts, problems may be interpreted and 
solved, but in a small company, it is the 
auditor who must find the solution. The 
auditor is, in fact, a guardian of his 
client's interest in respect of tax mat- 
ters. 


(f) Determination of the total rev- 
enue of the company. Often a business 
is so small that many duties are per- 
formed by one individual; there is no 
cross checking, no internal check. Often 
the system is so loose that unless the 
owner has some technical knowledge of 
accounting, errors of omission as well as 
commission occur. 


(g) The officers usually require from 
the auditors business advice and guid- 
ance. 


(h) It is recognized by the auditor of 
small companies that his duties consist 
not only of an audit in the usually ac- 
cepted understanding of an audit but 
often in addition of instructing the 
bookkeeper and even completing the ac- 
counting records, preparing annual fi- 
nancial statements with all of their neces- 
sary detail, preparing, closing and ad- 
justing the books of account, and in- 
evitably preparing and completing in- 
come tax and other governmental re- 
turns. 


(i) Lack of understanding by the 
chief shareholder of the distinction be- 
tween profit, as shown by the financial 
statements, and income subject to federal 
and provincial taxes. 
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(j) The often critical attitude of the 
chief shareholder of the mechanical de- 
tailed checking of every posting in the 
accounts that have been under his direct 
supervision or control. 


Friendly Spirit 

All of these problems can be met if 
the auditor approaches his task in the 
spirit of friendly understanding and also 
if the relationship between the few 
shareholders of the small company is a 
happy one. If, however, the relationship 
between shareholders is not harmonious 
the problem of the auditor is much more 
delicate. In many instances he has to be 
a diplomat extraordinary to retain his 
professional prestige. 

The auditor of small companies must 
be a good accountant, a tax expert, a 
good financier, have good business judg- 
ment, be a good diplomat, and, finally, 
something of an accounting magician. 

The above are some of the problems. 
Now I shall deal with some of the meth- 
ods necessary to present an unqualified 
certificate. I do not propose to deal with 
the ever-present problem of an “audit 
certificate”, its value, or how much or 
how little it means, but rather the gen- 
eral acceptance of an unqualified audi- 
tor’s certificate attached to financial state- 
ments. 

Verifying Entries 

It has been stated many times that all 
recorded transactions can be checked 
and verified; the problem is how to verify 
that all transactions have been recorded 
and to know how many of the recorded 
transactions should be checked to enable 
a financial statement to be presented 
with an unqualified audit report at- 
tached thereto. The system of internal 
check in use (if any) must be carefully 
yet diplomatically examined. If it is 
found that a good system is in use, rea- 
sonable tests can be made and often this 
is sufficient. If, however, it is discovered 
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that the internal check is of no value, 
a complete detailed audit may be neces- 
sary. When no system or no internal 
check is in use, then, depending on the 
auditor’s sixth sense, detailed examina- 
tion of each and every item may be 
necessary. 

To what extent is a detailed examina- 
tion necessary to satisfy the auditor? I 
would suggest: 

(a) A detailed examination of the 
minutes of shareholders’ or directors’ 
meetings. Often these are incomplete. 
At all times before the audit is complete 
these minutes should be in proper order 
and any extraordinary items found in 
the operation of the business should be 
recorded therein, e.g., authorization of 
salaries of shareholders. 


(b) A verification of all assets of the 
company; the method of verification must 
be left to the auditor. Items such as 
cash on hand, bank balances, accounts 
receivable, investments, realty and other 
fixed assets are simple matters. The ques- 
tion of verification of stock-in-trade is 
ane that requires great care; the over- 
stating or understating of quantities, 
the valuation, allowance for obsolescence, 
the inclusion of items not previously in- 
ventoried, etc., are items that always pre- 
sent problems. The method of inven- 
tory-taking should be carefully analyzed, 
ptice percentage taken into consideration, 
original costs, market costs, warehous- 
ing and handling, manufacturing and 
processing and, where possible, the per- 
centage mark-up, all these and others 
must be taken into consideration when 
attempting the valuation of inventories. 
If the gross profit percentage is reason- 
ably constant then no particular problem 
arises; if however, using the percentage 
method, a discrepancy is shown then 
other methods of verification, and often 
a retaking of inventory, is essential. I 
well remember in my early practice a 
client of a medium-size business making 
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the statement that while he was inter- 
ested in the accounts that were recorded 
in the books and the results of opera- 
tions, which could always be verified, he 
was much more exercised as to the con- 
trol necessary to guarantee within reason 
that all sales made were recorded there- 
in. He had suffered losses as a result 
of insufficient control of sales. 


Some Specific Items 

It is my considered opinion that veri- 
fication of sales must be made. I do not 
mean a detailed checking of every sales 
order but sufficient examination and test- 
ing to satisfy oneself that merchandise 
sold and delivered is recorded in the ae- 
counting record. Also, inventory con- 
trols are desirable where practicable. 

Such items as credit notes and sales 
adjustments are automatically scrutinized 
by the auditors. 

Verification of cash income often pre- 
sents problems. Many small businesses 
use synoptic cash journals and incoming 
cash is recorded therein, sometimes de- 
posited to bank intact, but often used for 
disbursements. The mailing of verifi- 
cation statements for customers’ accounts 
receivable is general practice today, which 
to a large extent minimizes loss of cash 
receipts, often too, the returned verifica- 
tion statements disclose interesting items. 

In numerous small companies one per- 
son performs many duties and may also 
have signing authority and power of at- 
torney. A detailed examination of the 
bank account not only verifies its mathe- 
matical accuracy but indicates and sup- 
plies to the auditors valuable informa- 
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tion pertaining to the operations of the 
business and, further, often determines 
the expense or capital distribution. 

In large corporations, with an efficient 
internal control, together with indepen- 
dent departmental operators, audit tests 
may be sufficient, but in a small company 
a detailed examination within reasonable 
limits of the cash and bank disbursements 
is mecessary. 

The verification of liabilities is often 
difficult. Usually the only knowledge an 
auditor has of liabilities is through the 
examination of invoices and statements. 
A well financed company does not offer 
the same difficulty in verification of lia- 
bilities as a company with stringent fi- 
nances. Communication with creditors 
verifying the accuracy of the accounts is 
desirable. 

The extent of the examination of the 
purchase invoice is again an individual 
problem. If a good system of internal 
audit is in use, testing may be sufficient. 
If, however, the company is small and 
the accounting is performed by book- 
keepers who have many other duties in 
addition to account-keeping a complete 
detailed check is often necessary. This 
question will depend on circumstances. 

The auditor must satisfy himself of 
(a) clerical accuracy; (b) propriety of 
charges, — capital or revenue, personal 
or trading; and chart his course accord- 


ingly. 
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All the Talents Required 


The problem of the practitioner of 
small companies is in many cases the 
same as with larger companies, the 
difference being in the division of la- 
bour. Large companies have their de- 
partments and cost controls and intern- 
al audits. Small companies, with their 
limited staff, depend to a greater de- 
gree on the ability of the auditor to 
present financial statements in accord- 
ance with the statutes, the require- 
ments of the Tax Department, and to 
present to the shareholders a correct 
statement of the operations of their 
company, the weaknesses of its opera- 
tion, and often an analysis of its oper- 
ations. 

Fortunately, the relationship between 
clients, (be they individuals, partners, 
or shareholders), and the accounting 
profession is most friendly. Our pro- 
fession is held in the very highest re- 
gard and it is imperative that we con- 
tinue with skill, diligence and integ- 
rity in all our relationships with our 
clients, be they active in the manage- 
ment of business or simply stockhold- 
ers. The field of the practitioner has 


grown during the last few years. We 
must continue to uphold the dignity 
and high ideals of our profession and 
at the same time be realistic in our 
dealing with small companies and pro- 
prietorships. 











The Canadian Tax Foundation: 
Its Functions and Aims 


In four years the Foundation has created for itself great prestige 





Objects of the Tax Foundation 
LTHOUGH the Canadian Tax 
Foundation was established four 

years ago by the joint action of The 
Dominion Association of Chartered 
Accountants and the Canadian Bar 
Association, and has grown with their 
sponsorship and support, many mem- 
bers of both Associations are still un- 
aware of the benefits which the organ- 
ization offers to its members and the 
country at large. Today, when the 
Canadian economy is moving to a near- 
war footing with the prospect of in- 
creasing taxation, the Foundation’s ob- 
jects have added point, and should be 
widely known. 

The practical objectives of the Can- 
adian Tax Foundation are two-fold: 

(a) Research in tax legislation, with 
a view to good order in the sub- 
stantive provisions and coher- 
ence in the underlying policies 
of our tax laws; 
Review of the continuing pro- 
cess of tax amendment coupled 
with representations as required 
in order to counter-balance the 
necessary initiative of the Gov- 


(b) 


ernment’s experts in this tech- 
nical and constantly changing 


field. 


With these objectives there is the 
added purpose of contributing to 
better informed public opinion. Bul- 
letins and research studies are publish- 
ed on topical subjects, and their scope 
will increase with the growth of the 
Foundation’s facilities. The publica- 
tion of authoritative books has also 
been undertaken, the first of which, 
on “The Canadian Tax System Today”, 
is now in the printers’ hands. A 
specialized tax library is being built up, 
and is available for anyone who wishes 
to use it. 

The Foundation has no political af- 
filiations or partisan sympathies and is 
independent of any class or group of 
taxpayers. The private financial sup- 
port on which it depends, most of 
which comes from the business com- 
munity, carries no stipulations affecting 
any subscriber’s interest under the tax 
laws. This principle of independence 
is constitutionally secured by the pro- 
vision that the Foundation’s affairs and 
policy are controlled by a Board of 
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Governors elected from practising 
members of the two parent Associa- 
tions across the country on annual 
nomination by their respective presi- 
dents; and it is confirmed by the ex- 
pressed attitude of the founding sub- 
scribers that they would be wasting 
their shareholders’ money if the 
Foundation’s standing in this respect 
were open to question. The tax 
authorities, to whom this feature had 
to be demonstrated, now recognize and 
respect it. 

The successful accomplishment of 
the Foundation’s objects is a direct 
interest and responsibility of the mem- 
bers of both professions. It is a 
unique example of professional col- 
laboration between tax practitioners; it 
offers an opportunity for public service 
in a field where such service is needed 
and where no other members of the 
community have the same qualifica- 
tions; it involves a responsibility in the 
use of funds subscribed for this pur- 
pose by clients; and participation in 
the Foundation’s activities cannot fail 
to give its members a better grasp of 
the subject matter from the Govern- 
ment’s standpoint as well as the tax- 
payer's. 

If this were taken as a complete 
statement of the Foundation’s claim to 
the support of lawyers and accountants 
in Canada, it might simply be regard- 
ed as another call to the exercise of 
public duties. Readers may ask what 
benefits, more specifically, are derived 
by the Foundation’s members, by their 
clients, and by the Government itself. 


Benefits to the Professions 


The governors and members of the 
Foundation serve without remunera- 
tion. The paramount benefit that its 
creation has brought te the two pro- 
fessions is wider collaboration between 
them. Both the lawyer and the ac- 
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countant are becoming aware that 
neither has an exclusive competence in 
advising clients on tax problems. 

Taxation today invades every sector 
of productive or gainful activity and 
neither the accountant nor the lawyer 
can give much guidance as to the con- 
sequence without the help of the other. 
No item in a tax return is exclusive- 
ly a,matter of accounting principles 
and no provision of the Income Tax 
Act is susceptible of practical applica- 
tion by the lawyer alone. 

Participation in joint study groups, 
in committees to review new legisla- 
tion, and particularly in the Founda- 
tion’s tax conferences, brings lawyers 
and accountants together in the study 
of questions in which each contributes 
and gains a better understanding of 
respective points of view and of the 
problems before them. 

The personal associations so develop- 
ed between members from different 
cities and Provinces cut across the 
limits of local and competitive prac- 
tice, and make for a wider range of 
vision and exchange of experience, as 
well as for easier relations in indi- 
vidual cases of joint clients, than is 
possible between relative strangers. 


The work of the Foundation’s con- 
ferences and committees acquaints the 
participants with underlying concepts 
of taxation which are an advantageous 
background to the treatment of the 
particular problems that confront the 
individual practitioner from day to 
day. Most professional men are so 
occupied with the daily routine of 
office work that they have no oppor- 
tunity to broaden their perspective. 
The Foundation’s publications as well 
as its meetings help to correct this 
deficiency. 

All these consequences will lead in 
turn to a greater degree of certainty 
and uniformity in the professional 
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handling of clients’ affairs and will, 
by the same token, contribute to more 
uniformity in the administrative prac- 
tices of the Taxation Division through- 
out the country. 


Benefits to 
Corporations and Individuals 

Perhaps the principal beneficiaries of 
the Canadian Tax Foundation, whether 
they know anything about it or not, 
are all the people in the country who 
are aware of the pressure of taxation 
from every direction but have no 
means of viewing the system as a 
whole or of knowing whether it is 
working fairly and efficiently. 


The Foundation’s work has a cumu- 
lative influence toward coherence and 
coordination of the tax system on a 
long-term view of its development, so 
that corporate and individual taxpayers 
may look forward to a more consistent 
development of taxation principles 
rather than a succession of improvised 
expedients. 


Having regard to the way in which 
tax legislation comes into existence, the 
language in which much of it has to be 
written, and the diffuse complexity of 
the results, the very existence of the 
Tax Foundation breaks the closed 
circle of delegated authority and ad- 
ministrative initiative which tax laws 
always tend to produce, and introduces 
an external influence directly reflecting 
the experience of taxpayers themselves. 

The practical results of the work of 
the Tax Foundation, young as it is, 
are already beginning to be felt. Since 
it started four years ago it has made 
representations to the Minister of Fin- 
ance with regard to anomalies, hard- 
ships and inequities in current legisla- 
tion, which have been well received 
and reasonably successful. 


The Foundation’s membership rep- 
resents a wide cross-section of exper- 
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ience of taxpayers’ problems. Its rep- 
resentations therefore have a solid 
claim to the consideration of the tax 
authorities which the latter recognize. 
The Minister of Finance acknowledged 
this in Parliament last year, when he 
submitted the Bill to amend the Income 
Tax Act for second reading and des- 
cribed the Foundation’s suggestions in 
regard to it as “very helpful and con- 
structive”. 

The following are some examples of 
what has been done in this way. In 
the spring of 1947, when the Govern- 
ment’s Drafting Committee began work 
on the revision of the Income War Tax 
Act, the Foundation, being newly es- 
tablished, offered to organize a rep- 
resentative committee of lawyers and 
accountants to consider questions of 
difficulty on which an outside opinion 
would be constructive. The Govern- 
ment accepted this offer, and a list of 
questions referred to the Foundation 
was studied at a series of meetings by 
a joint Montreal-Toronto group. Re- 
commendations were submitted to the 
Drafting Committee and taken into 
consideration at an early stage of its 
work. In December of the same year, 
the Foundation’s first tax conference 
was orgznized to review the Bill which 
embodied the draft revision of the Act. 
The resulting report was forwarded to 
the Government and was extensively 
used by business and professional or- 
ganizations across the country in pre- 
paring submissions which the Govern- 
ment had invited. 


Private Companies 

The legislation respecting “Private 
Companies”, enacted last year under 
Part IA and the related sections of the 
Income Tax Act, was to some extent 
anticipated at the Foundation’s second 
tax conference, held in November, 
1948, when one of the sections dealt 
with this question. A review of the 
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problems brought to light by the Ives 
Commission, but not disposed of by 
the resulting legislation under Part 
XVIII of the old Act, produced several 
alternative proposals, one of which 
substantially expressed the principle of 
the legislation now enacted, being stat- 
ed in the conference report as follows: 


Introduction of a special provision which 
would permit closely-held companies to 
capitalize a stated proportion of earned 
surplus, going perhaps as high as 50 per 
cent, on payment of a special corporate 
tax on the amount of surplus so treated, 
such amount then becoming available for 
distribution free of tax to shareholders at 
any time thereafter. 


Returning to the same question at the 
third tax conference in 1949, the staff 
of the Foundation submitted a plan of 
amendment directed to the problems of 
“double taxation” in general and of 
“private companies” in particular which 
developed the idea of tax-paid capitaliza- 
tion in concrete terms. 

Recognizing that the new legisla- 
tion follows much careful study of this 
matter by the tax authorities, it is not 
suggested that the Foundation is en- 
titled to take all the credit for it. But 
it can be said that the Foundation’s 
work, initiated from outside on the 
strength of the experience of its mem- 
bers, helped both to secure recognition 
of the post-war aspects of the problem 
and to develop the method of treat- 
ment adopted. To conclude this ref- 
erence, it should be added that one of 
the six round table groups at the 
fourth tax conference, held last De- 
cember, was set up to review the opera- 
tion of this legislation to date. This 
investigation disclosed a consensus of 
opinion on several points of difficulty 
which are being brought to the Govern- 
ment’s attention, and which were also 
observed by representatives of the Gov- 
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ernment departments who attended the 
meeting. 

A third instance of the Foundation’s 
attention to current legislation, applied 
in a different way, should also be men- 
tioned. Complaints are often heard 
that after new tax legislation has been 
introduced in Parliament it does not 
receive sufficient critical examination 
before it is enacted. Part of the diffi- 
culty is due to the complexity and 
technical character of the legislation it- 
self which make it unsuitable material 
for parliamentary debate; part of it is 
due to the principle of ministerial re- 
sponsibility respecting revenue measures 
which governs the procedure; and part 
of it is due to the short time usually re- 
maining after the general debate on 
the Budget Resolutions is concluded. 
Recognizing these factors, the Founda- 
tion last year initiated the practice of 
convening an expert committee to meet 
in Ottawa on the day that the amend- 
ing Bill was delivered by the King’s 
Printer, in order to study its provi- 
sions and submit immediate recommen- 
dations to the Department of Finance 
before second reading. It was to this 
action that the Minister referred in his 
acknowledgment quoted above. The 
Foundation intends to carry on this 
practice, and hopes to make it a recog- 
nized procedure unless the Govern- 
ment itself introduces a better one. 


It was a coincidence that the Foun- 
dation was established just at the time 
when the Government was ready to 
undertake revision of the income tax 
statute after the last war. Today the 
review and revision of all tax laws is 
recognized to be a continuing process 
in which the initiative of the Govern- 
ment’s experts calls for the participa- 
tion of the taxpayer's experts at the 
same level of competence. Given the 
support it needs, the Foundation is 
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now in a position to carry out this in- 
dispensable function on a full-time 
basis. 


Benefits to the Government 


The value to the Government of an 
independent organization constituted 
and operating as described above needs 
no emphasis. It is recognized by the 
Government departments and is re- 
flected in the Foundation’s good rela- 
tions with them. 


Most civil servants who have respon- 
sibility in fields ot administration dir- 
ectly affecting the personal interests of 
many people are aware of the limits of 
official wisdom and of the dangers of 
departmental isolation, even though 
their communications do not always 
show it. Tax administration and the 
determination of tax policy are partic- 
ularly subject to these difficulties. The 
task of collecting revenue and of fram- 
ing and enforcing complicated legisla- 
tion for this purpose inevitably tends 
to develop a bias of attitude that is 
defensive as regards the Revenue and 
sometimes aggressive as regards the 
taxpayer. The Departments concerned 
cannot go out of their way to compen- 
sate this bias without prejudice to the 
performance of their duties. The com- 
pensating factor has to operate extern- 
ally. This means that the actual exis- 
tence of the Foundation is an advan- 
tage to the authorities regardless of 
agreement or disagreement on ques- 
tions between them. 


Much of the complexity of modern 
tax legislation is due to relieving pro- 
visions required in order to prevent 
inequitable results, but tax laws have 
to be intelligible as well as equitable. 
The difficulty of satisfying both re- 
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quirements is well known. The tax 
authorities deserve help to succeed and 
encouragement to go on trying as well 
as criticism when they fail. Although 
an agreed principle may be clear, its 
expression in the words of a tax sta- 
tute is often defective and always em- 
pirical. Those who draw up the legis- 
lation and administer it afterwards can- 
not judge its effect from the taxpayer's 
point of view unless they hear from 
his side, preferably through an inde- 
pendent agency which also has in view 
the coherence of the whole system. The 
Foundation, acting impartially without 
reference to special interests or polit- 
ical considerations, has come to be 
recognized as an agency of this char- 
acter, which can operate outside the 
machinery of government but in con- 
junction with it. 

On the other hand, the Foundation 
is not dependent on the Government’s 
good pleasure. It enjoys no special 
privileges with any department and 
does not look for any. It stands on 
the same footing in this respect as any 
other organization representing the tax- 
payer’s interests, the differences being 
that it represents no special class or 
group whatever, that taxation is its 
whole business, and that its sponsor- 
ship and its membership are unique 
credentials. Its constructive relations 
with the authorities rest on recognition 
of these facts, coupled with either side’s 
appreciation of what the other has to 
do. The Foundation’s standing with 
the Government will therefore con- 
tinue to be determined by its perform- 
ance. This depends in turn upon the 
support of the two sponsoring profes- 
sions throughout the country. 
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GROUP A 


Recommended changes affecting taxation policy required for 
greater certainty and equity in the application of the specified provisions 


1. The Income Tax Appeal Board 
(s. 76 et seq.) 

The apparent tendencies to weaken the au- 
thority of the Board is a cause of concern 
and the following general considerations with 
regard to future policy are submitted: 


RECOMMENDATION: 
(a) A quorum of the Board should be not 
less than two of its members. 


(b) The Board should be increased nu- 
merically accordingly. 

(c) Responsibility for the Board should be 
vested in the Department of Justice rather 
than in the Department of National Revenue. 


(d) The Board should be the final arbiter 
of all questions of fact which come before 
it and appeals from its judgments should lie 
only with respect to questions of law or of 
mixed law and fact and should be taken by 
way of stated case to the Exchequer Court. 


Representatives of this Joint Committee 
would welcome an opportunity of discussing 
the whole situation with representatives of 
the Government. 


2. Tax Evasion (ss. 125 and 126) 


The strongest objection is raised to the 
continued presence of these two provisions in 
the tax law. Taxpayers should be entitled 
to believe and to act upon the belief that 
conduct which is not forbidden by law will 
not be penalized under either ex post facto 
legislation or by the exercise of arbitrary 
power by the Crown. These provisions and 
their predecessors in the Income War Tax 
Act, were, it is understood, enacted primarily 
to provide a means of countering evasive de- 


vices evolved by taxpayers to enable them to 
distribute free of tax undistributed surpluses 
of closely-held corporations. With the en- 
actment last year of Part IA a solution for 
the problem of undistributed surpluses of 
closely-held companies has been found which 
has met with approval everywhere. 
RECOMMENDATION: It is accordingly 
recommended that ss. 125 and 126 of the 
Act be repealed. 


3. Related Companies; Companies Con- 
trolled by Persons not at Arm’s 


Length (s. 36(4)) 


Under s. 36(4) one corporation is deemed 
to be related to another if at any time in the 
taxation year 70% or more of the capital 
stock of each of them is owned, ster alia, by 
persons not dealing with each other at arm’s 
length. Under s. 127(5)(c) persons con- 
nected by blood relationship, marriage or 
adoption are deemed not to deal with each 
other at arm’s length. 

These two sections taken together would 
thus relate, for example, a Newfoundland 
shipping company to a British Columbia 
lumbering company if the controlling (70%) 
shareholders of each were connected by blood 
relationship, marriage or adoption, although 
the two individuals had no dealings with 
each other whatever. 

RECOMMENDATION: It is therefore recom- 
mended that s. 127(5)(c) be made inapplic- 
able to s. 36(4). 


4, Lease-Option and 
Hire-Purchase Agreements (s. 18) 
Under s. 18 lease-option and hire-purchase 

agreements and the like for the leasing or hir- 
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ing of property (other than farm land) shall 
be treated as agreements for sale in computing 
the income of the lessee, and the rent, etc., 
shall be deemed to be instalments on the 
price thereof, and for the purpose of capital 
cost allowances the lessee shall be deemed to 
have acquired the property at a capital cost 
equal to the price fixed by the contract or 
afrangement minus certain specified payments. 

This provision gives rise to difficulty in 
that it is not always possible to say what is 
the “price fixed by the contract or arrange- 
ment”. This is particularly so where the 
agreement contains options to re-purchase at 
different dates or where the contract calls for 
payments to be made which are not ascer- 
tainable in advance, e.g., annual municipal 
taxes. 


RECOMMENDATION: It is recommended 
that the enactment be clarified to obviate this 
difficulty. 


Bona Fide Transactions 


In sweeping in all lease-option and _hire- 
purchase contracts without exception (other 
than farm lands) s. 18 catches many Jona 
fide transactions. 


RECOMMENDATION: It is accordingly 
recommended that s. 18 be made applicable 
only to such portion of the annual payments 
as exceed a reasonable rent or hire. 


5. Inventory Valuation (s. 14(2)) 
In defining the methods of inventory valu- 
ation which may be used by a taxpayer the 
Act and Part XVIII of the Regulations seek 
to enforce rigidity where there must in the 
nature of things be fluidity. Not only are 
the methods of valuation stipulated uncertain 
in meaning and application, but even if con- 
strued in the manner most in accord with busi- 
ness usages and accounting principles they may 
result in compelling many businesses to adopt 
accounting methods quite unsuited to their 
mode of operations. If the rules laid down 


are, as appears to be the case, designed to 
prevent tax-evading manipulations, then they 
are altogether unnecessary. For if the com- 
putation of income from a business is the 
profit therefrom (s. 4), which is to be ascer- 
tained in accordance with accounting and busi- 
ness usages, manipulations in the method of 
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valuing inventory not having a sound reason 
in fact are not permitted by law. 


RECOMMENDATION: It is accordingly 
recommended that s. 14(2) be repealed. 


6. Non Arm’s Length 
Transfers of Depreciable Property 
(ss. 17(2), 20(2) and 127(5)(c)) 
Under s. 20(2), where there is a non arm’s 

length transfer of a depreciable asset the pur- 
chaser can only claim capital cost allowances 
on the basis of the actual price of the asset to 
him but is deemed to have also received the 
capital cost allowances taken by the vendor, 
and the allowances so deemed to have been 
received by him thus become potentially 
liable to be recaptured in his hands. 

Under s. 17(2), however, where the sale 
was made at less than the fair market value 
the vendor actually receives less capital cost 
allowances than the amount deemed by s. 
20(2) to have been allowed the purchaser, 
so that more capital cost allowances become 
potentially liable to recapture in the pur- 
chaser’s hands than the gross amount actually 
allowed to vendor and purchaser combined. 

The same result follows under s. 17(4) 
where there is a distribution of depreciable 
property by a corporation to its shareholders, 
at a price less than its fair market value, 
e.g., on a winding-up. In such a case the 
company will be chargeable on any additional 
amount that would have been recaptured had 
the sale been made at fair market value, while 
the same amount will be subject to recapture 
a second time in the hands of shareholders 
under s. 20(2). 

Further, where a corporation sells or dis- 
tributes property to a shareholder at less than 
fair market value, the amount of the benefit 
so conferred on the shareholder may become 
chargeable to him under s. 8(1) (c). 

From an accounting point of view, it is 
often desirable that transfers of fixed assets 
between related companies should be recorded 
at book values (i.e., at the undepreciated cap- 
ital cost of the assets) and reserves for deprecia- 
tion be maintained. In view of the above provi- 
sions, however, this procedure is no longer 
practicable since if the book value is less 
than market value the difference is immedi- 
ately recaptured in the hands of the vendor 
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and is subject to a second recapture in the 
hands of the transferee, and is perhaps also 
chargeable to him under s. 8(1) (c). 
RECOMMENDATION: It is accordingly 
recommended that ss. 17 and 8(1) (c) should 
not be applicable in the case of transfers or 
distributions of depreciable property between 
related companies. 


Transactions Between Relatives 

A further injustice arises in connection with 
s. 20(2). Certain transactions between per- 
sons related by blood, marriage or adoption 
are conclusively presumed to be not at arm’s 
length, although many such transactions are 
in fact conducted at arm’s length. Under s. 
20(2), however, where a sale of a depre- 
ciable asset is effected between relatives, the 
purchaser becomes potentially liable to pay 
tax on the recapture of capital cost allowances 
granted the vendor notwithstanding that the 
sale was at arm’s length and that the same 
consequence would not ensue in the case of 
any other arm’s length transaction. 


RECOMMENDATION: It is accordingly 
recommended that im any case where property 
is actually transferred at fair market value, 
s. 20(2) be made inapplicable so that the 
position of the purchaser so far as ultimate 
recapture is concerned will not be affected 
by his relationship to the vendor. 


7. Contributions to Approved 
Pension Plans (s. 11(1)(f) and (g)) 
Under these provisions only contributions 
by or in respect of employees to pension plans 
approved by the Minister are allowed as 
deductions to the employer and employees, 
while under s. 6(a) (iv) all pension benefits 
paid out, whether from an approved plan or 
otherwise, are taxable in the ordinary way as 
income of the year, and under s. 34 a single 
payment made to an employee on retirement 
out of a pension plan, whether approved or 
not, is chargeable either as income of the 
year of receipt or at the effective rate on 
his income for the last full year of employ- 
ment. The deferment of tax on contributions 


to approved pension plans, confined as it is to 
employees, is justified by the principle that 
tax should only be imposed when the income 
emerges, which does not apply in the same 
degree to self-employed persons. Nevertheless 
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an inadvertent discrimination arises by rea- 
son of the fact that the real owners of many 
incorporated enterprises are also employees 
thereof, and so are allowed the benefit of 
the provisions of s. 11(1) (f) and (g). Self- 
employed persons, such as professional men, 
who are precluded from incorporating their 
practices, are, however, unable to avail them- 
selves of the same advantage, and of this 
denial they are particularly conscious, as the 
typical professional career brings them under 
heavy progressive taxation during the peak 
years of their career, while at the same time 
a professional practice by its nature does not 
create assets of significant disposal value on 
retirement from practice. 


RECOMMENDATION: It is accordingly 
recommended that the approved pension plan 
classification be broadened to include the 
operation of pension trust plans to which 
persons other than employees may make con- 
tributions, subject to their complying with 
requisite conditions laid down by the Min- 
ister. 


8. Liability to Pay Tax 
Although Appeal Outstanding (s. 48) 
Under s. 48 tax as assessed, together with 
penalties and interest, must be paid within 
30 days from the day of mailing the notice of 
assessment whether or not an objection to 
or an appeal from the assessment is out- 
standing. Under s. 48(2) the Minister has 
power to direct that all taxes, penalties, and 
interest be paid forthwith on assessment where 
he is of the opinion that the taxpayer is 
attempting to avoid payment of taxes. The 
Jatter provision would appear to accord the 
Minister complete power to prevent the evil 
which s. 48(1) was enacted to deal with, 
namely, the launching of an appeal purely as 
a means of delaying or evading payment of 
taxes, and accordingly s. 48(1) is unneces- 
sary for that purpose. Unfortunately, how- 
ever, s. 48(1) will also affect taxpayers who 
have a bona fide objection to an amount un- 
der assessment, and under s. 48(1) they are 
obliged to deposit the stake before the dis- 
pute is resolved. 
RECOMMENDATION: It is accordingly 


recommended that the time limit for payment 
of tax, interest and penalties under s. 48(1) 
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be extended from 30 days to 60 days, i.e., the 
time within which a notice of objection must 
be served, and that where a notice of objec- 
tion is served the taxpayer have the right 
to apply to the Income Tax Appeal Board for 
an order staying any proceedings under s. 
48(1) until disposition of the appeal, such 
order to be within the discretion of the 
Board. 


9. Consolidated Returns (s. 75) 
Sound accounting and commercial practice 
requires the consolidation of the accounts of 
parent and subsidiary companies for the ac- 
curate reporting of income in many instances. 
This particularly applies where the situation 
is within the scope of subsec. (1) of this 
section. Furthermore, from the administra- 
tion’s point of view, consolidated returns 
simplify the administration of the Act by 
making it unnecessary to police inter-company 
transactions. Since the loss carry-over pro- 
visions have now been extended to cover a 
period of seven years, the filing of returns on 
a consolidated basis is not likely to give any 
taxpayer an unwarranted advantage, and thus 
the additional tax of 2% operates as a pen- 
alty and a deterrent to a desirable practice. 
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RECOMMENDATION: It is accordingly 
recommended that the 2% additional tax ap- 
plicable to consolidated returns be removed. 


10. Interest on Unpaid Taxes — Time 
Limit (s. 50(6)) 

Under s. 50(6) interest on unpaid taxes 
is not payable in respect of the period be- 
ginning one year after the filing date and 
ending 30 days from the day of mailing the 
notice of original assessment. The object of 
this provision was to relieve the taxpayer 
from the penalty otherwise resulting from a 
delay in assessment. It has now become the 
practice to issue a notice of assessment imme- 
diately after receipt of the taxpayer’s return 
and subsequently, after fuller examination, to 
issue a revised notice if further tax is de- 
manded. The result is that the taxpayer no 
longer enjoys the relief from interest which 
it is intended he should have. 


RECOMMENDATION: It is accordingly 
recommended that the word “original” be de- 
leted from the phrase “notice of original as- 
sessment” in s. 50(6), and that there be sub- 
stituted “the assessment establishing the 
amount of unpaid taxes”. 


GROUP B 
Recommendations not affecting taxation policy 


required to remove difficulties 


11. Assessment of Business Losses 
(ss. 26(d), 42 (1) and (2)) 

Where a taxpayer sustains a loss which 
may be deducted from income of the pre- 
vious year he will be deprived of the benefit 
thereof if the assessment for the previous 
year has been issued more than 60 days be- 
fore the end of the loss year and no notice 
of objection has been filed. The Minister 
may re-assess under s. 42(4), and in this 
way permit the taxpayer to claim the loss, but 
the taxpayer cannot require this to be done 
as of right. 

Moreover, it would seem desirable in the 
interests of persons cafrying on business that 
they should be entitled to know the precise 
amount of a loss which will be recognized 
for purposes of the loss carry-over provisions 
of the Act. 


in the application of the law 


RECOMMENDATION: It is accordingly 
recommended that where a taxpayer sustains 
a business loss in a taxation year he be per- 
mitted to file a “return of income” and have 
it verified or altered in the ordinary way and 
further that the taxpayer's right to carry back 
a loss be kept open. 


12. Corporation Tax; Apportionment 
of $10,000 Between Related 
Companies (s. 36(2) and (3)) 

Under s. 36(2) and (3) where two or 
more companies are related to each other, 
only one of them is entitled to apply the 

lower rate of tax (15% instead of 38%) 

on the first $10,000 of its taxable income, and 

there is no provision permitting them to ap- 
portion the $10,000 between them. This 
has the unfortunate consequence that where 
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minority shareholders are involved the con- 
trolling shareholders of the related com- 
panies are forced to confer an advantage on 
the shareholders of one company to the dis- 
advantage of the minority shareholders in 
the other or others. It also works hardship 
where each of the related companies has an 
income of less than $10,000. 
RECOMMENDATION: It is accordingly 
recommended that provision be made to en- 
able the $10,000 subject to the lower rate to 
be apportioned between related companies as 
agreed by the companies each year. 


13. Terminal Allowance 
(Reg. 1100(3)) 

Under reg. 1100(3) where a taxpayer 
disposes of depreciable property he is en- 
titled to a deduction in that year of the bal- 
ance of the undepreciated cost of property of 
that class at the expiration of the year pro- 
vided he has no property of that class at the 
end of the year. In effect, therefore, if these 
conditions are met, he can deduct in that year 
the amount of the net loss sustained by him 
on all the dispositions of property of that class. 
In any other case the amount of loss sustained 
on the disposition of an asset is merely added 
to the undepreciated capital cost and becomes 
subject to the applicable percentage deduc- 
tion allowed by reg. 1100(1). This situ- 
ation discriminates particularly against a tax- 
payer who discontinues business and sells all 
his assets. If the assets are finally disposed 
of in the year following discontinuance pre- 
sumably the allowance under reg. 1100(3) 
could be claimed in that year, thereby creating 
a loss which could be carried back to the in- 
come of the preceding year under s. 26(1) 
(d), but if not sold until subsequently the 
taxpayer is deprived of any allowance. More- 
over, if the income of the year of final dis- 
posal and of the preceding year are not suff- 
cient in any case to cover the loss sustained 
on the disposition of depreciable property the 
taxpayer is deprived of the full benefit to 
which he is entitled. This will bear particu- 
larly hard, for instance, on a mining com- 
pany which ceases operations when its ore 
is exhausted because of the necessity of dis- 
posing of all property in the class before 
being entitled to the allowance under reg. 
1100(3). 





The Canadian Chartered Accountant, March 1951 


therefore 
recommended that reg. 1100(3) be amended 
to allow the deduction at the end of a taxa- 
tion year of the amount by which the unde- 
preciated capital cost of property of any 
class exceeds the capital cost of the remaining 
property in that class. 


RECOMMENDATION: It _ is 


14. Recaptured Capital Cost Allowance; 
Spreading of Tax (s. 34B) 
Under s. 34B where capital cost allowance 
is recaptured by an individual the amount 
thereof, instead of being added to the individ- 
ual’s income for the year of receipt and thus 
charged to tax at the highest graduated rate 
applicable to the individual’s income for that 
year, may be added to his income of preced- 
ing years and charged at the rates applicable 
in such case. With the introduction of 
differentiated rates for corporations the effec- 
tive corporation tax rate may fluctuate con- 
siderably from year to year, and the reasons 
which warrant the right of election under 
s. 34 now apply with almost equal force to 
corporations. 
RECOMMENDATION: It is recommended 
therefore that s. 34B be amended to extend 
the right of election thereunder to all persons. 


15. Tax Credit for Taxable Dividends 
From Personal Corporations 
(s. 35(1)) 

Under s. 35(1) an individual is entitled 
to a tax credit of 10% of the amount of 
dividends received by him from corporations 
resident in Canada that were not, by virtue 
of a statutory provision, exempt from tax 
for the year. If a corporation is a personal 
corporation in a particular year and so is 
exempt from tax under s. 61 the shareholder 
is thus disentitled to a tax credit. The cor- 
poration may, however, pay dividends in that 
year which derive from profits of preceding 
years in which the corporation was not a per- 
sonal corporation. ‘Thus the shareholder is 
deprived of any tax relief on dividends paid 
out of profits which bore the full corpora- 
tion tax rate. 

RECOMMENDATION: It is accordingly 
recommended that the 10% tax credit on 
the amount of dividends received from tax- 
able corporations under s. 35(1) be extended 
to dividends from a personal corporation to 


| 








} 
! 
| 


| 





Recommendations on the Income Tax Act 


the extent that s. 61(6A) requires their in- 
clusion in computing the income of the share- 
holder. 


16. Continuance of 4% Tax on Re- 
demption of Stock Issued Against 
Capitalized Surplus (s. 130(2)) 

S. 130(2) gives continuing effect to s. 19A 
of the Income War Tax Act. This latter 
section, which was enacted by 1932-33, c. 14, 
s. 9, provides that where the assets of a 
company having on hand undistributed in- 
come at the end of its 1929 taxation period 
are transferred to another company either by 
sale of the assets or of its shareholders’ shares, 
the redemption of any redeemable instru- 
ments issued by the latter company shall give 
rise to a 4% tax on the company on the 
amount of such pre-1930 undistributed in- 
come which was absorbed by such _ instru- 
ments. This provision was apparently corol- 
lary to the amendment to s. 19 enacted by 
1930, c. 24, s. 4, repealed by 1934, c. 55, 
s. 10, which permitted a company to dispose 
of its undistributed income on hand prior to 
the commencement of its 1930 taxation period 
by means of a winding-up, discontinuance, or 
reorganization of its business, free of any 
tax liability to the recipients. 

The purpose of s. 19A, at least so it would 
seem, was to withdraw this exemption to the 
extent of a 4% tax. The enactment is not 
in terms, however, restricted to redemptions 
of securities issued for undistributed income 
distributed during the period of exemption 
and to that extent constitutes an additional 
tax to the normal tax imposed. 

It is considered that this additional tax 
ought only to apply to the redemption of 
instruments issued prior to 1934 which have 
not yet been redeemed. 
RECOMMENDATION: It is therefore recom- 
mended that s. 130 of the Income Tax Act 
be amended to restrict s. 19A of the Income 
War Tax Act to the redemption of securities 
outstanding prior to the commencement of 
the redeeming company’s 1949 taxation year. 
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17. Foreign Business Corporations 
(s. 64) 

Under s. 64 a foreign business corporation 
must file a return and pay the prescribed fee 
within 120 days of the end of the year on 
penalty of losing its exemption from tax. 
The penalty is out of all proportion to the 
default, and, moreover, there is no apparent 
reason why the time limit should be 120 
days for such corporations when it is six 
months for other corporations. 
RECOMMENDATION: It is accordingly 
recommended that the time limit for filing 
the return of a foreign business corporation 
under s. 64(2) (b) be extended to six months, 
and that the loss of exemption penalty not 
apply where the corporation establishes reason- 
able cause for delay. 


18. Penalty for Failure to File Infor- 
mation Returns (T.D. 1’s)(s. 117) 

It seems apparent that the reference in 
s. 117 to s. 112(2) was inserted by error. 


RECOMMENDATION: It is accordingly 
recommended that s. 117 be amended by 
deleting the reference to s. 112(2). 


19. Losses of Personal Corporations 
(s. 61) 

Under s. 61 the whole smcome of a per- 
sonal corporation is deemed to be distributed 
to its shareholders each year and is charge- 
able to the shareholders. Because it is the 
“income” of the personal corporation which 
is charged to the shareholders the latter can- 
not claim a loss in any year in which the 
corporation sustains a loss, since in such a 
year the corporation has no income and can- 
not carry the loss over to the preceding or 
subsequent year under s. 26(d). This means 
that in the case of such personal corpora- 
tions as rental companies, the shareholders 
may be charged to tax over a period of 
yeafs on a greater amount than the corpora- 
tion’s actual income for that period. 
RECOMMENDATION: It is accordingly 
recommended that the provisions of s. 26(d) 
be made applicable to personal corporations. 











146 





The Canadian Chartered Accountant, March 1951 


GROUP C 


Recommended major changes in 
taxation policy required in the public interest 


20. Husband and Wife (s. 21) 
Transfer of Property 

Under s. 21(1) where one spouse transfers 
property to the other spouse the income there- 
from or from property substituted therefor 
shall be deemed to be the income of the 
transferor and not of the transferee. 
RECOMMENDATION: It is recommended 
that s. 21(1) be amended by addition of 
the following clause: “unless there bas been 
consideration equal to the fair market value 
of such property”. 


Employment of Spouse 

Under s. 21(2) and (3) remuneration 
paid one spouse as an employee of the other 
or as an employee of a partnership in which 
the other spouse is a partner is deemed to 
be income of the principal. These provisions 
are designed to prevent tax evasion, but they 
also sweep up many cases of bona fide em- 
ployment. S. 12(2), which prohibits the 
deduction of expenses not reasonable in the 
circumstances, would appear to afford every 
needed safeguard to the Revenue and at the 
same time permit equitable treatment of 
bona fide cases. 
RECOMMENDATION: It is accordingly 
recommended that s. 21(2) and (3) be 
repealed, or at least that the following clause 
be added to both s. 21(2) and (3): “unless 
actual services have been rendered at a reas- 
onable rate of remuneration”. 


Partnerships of Husband and Wife 

Under s. 21(4) where a husband and wife 
were partners in a business the Minister has 
discretion to impute the income of either 
spouse from the business to the other spouse. 
RECOMMENDATION: It is recommended 
that the following clause be added to s. 21 
(4): “unless there exists between the bus- 
band and wife a bona fide business relation- 
ship”. 


21. Income From Chief Source (s. 13) 

Under s. 13 the income of a person from 
his chief source of income cannot be re- 
duced by losses sustained by him in other 


activities unless the Minister exercises a dis- 
cretionary power under s. 13(2). This will 
result in a person being subject to tax on 
something more than his real income, sub- 
ject to a discretion in the Minister to relieve 
him from the added burden. If there is any 
sound reason for disallowing deductions for 
losses sustained the ground for such disal- 
lowance should be spelled out in explicit 
language in the statute. 
RECOMMENDATION: It is accordingly 
recommended that s. 13 be repealed. 


22. Certain Payments Out of 
Pension Plans (s. 6(a)(iv) and s. 34) 
Instances occur in which superannuation 
and pension payments referred to in s. 6(a) 
(iv) and s. 34 are in part a return of con- 
tributions made by an employee in respect 
of which no tax deduction had been allowed. 
To that extent such benefits should not be 
regarded as income. 
RECOMMENDATION: It is recommended 
that such payments be chargeable to tax only 
to the extent that they exceed the non-exempt 
contributions made thereto by the employee. 


23. Single Payments Out of Pension 
Plans: Spreading of Tax (s. 34) 

S. 34 affords a measure of relief to a recip- 

ient of certain single payments which would 
otherwise attract tax at an unreasonably high 
rate. 
RECOMMENDATION: It is recommended 
that such relief be extended by granting the 
recipient a further option to elect to pay tax 
on the taxable portion as if that amount had 
been received in equal portions in the year of 
receipt and the four preceding years. 


24. Income from Office or Employment 
(s. 5) 

Save in one or two exceptional cases an 
employed person is taxed on the gross amount 
of his remuneration though this may not in 
fact be his true income from the employment. 
RECOMMENDATION: It is accordingly 
recommended that in computing income from 
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an office or employment the expenses neces- 
sarily incurred in the performance of the 
employment should be deductible. 


25. Limitation Period for 
Re-assessments (s. 42(4)) 


Under s. 42(4)(b) the Minister may re- 
assess within 6 years from the day of the 
origmal assessment in cases where fraud or 
misrepresentation is not alleged. 
RECOMMENDATION: It is recommended 
that the limitation period of 6 years under 
s. 42(4) commence to run not from the date 
of the original assessment but from the date 
on which the return should have been filed 
or the actual date of filing, whichever is later. 


26. | Combined Payments of 
Income and Capital (s. 7) 


S. 7 permits a payment made under a 

contract or other arrangement to be severed 
for assessment purposes and the interest or 
income portion thereof to be included in 
computing the recipient’s income. There is, 
however, no parallel provision permitting the 
payor a corresponding deduction in an ap- 
propriate case. 
RECOMMENDATION: It is recommended 
that whenever a portion of a payment is 
deemed to be interest or income of the 
recipient under s. 7 it also be deemed to be 
a payment of interest or of an income nature 
by the payor so as to be deductible by him 
in an appropriate case. 


27. Reserves (s. 12(1)(e)) 


In order to arrive at the proper figure for 
the profit of any enterprise provision must 
be made for losses on current transactions 
which experience has established will be in- 
curred in the future. Clearly a computation 
of profit on a series of transactions which 
takes no account of rebates or losses which, 
though not yet incurred, will certainly be 
incurred, is inaccurate, and to that extent the 
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taxpayer suffers an excessive tax burden which 
can in some cases be serious since the loss 
carry-over will not absorb every loss. 
RECOMMENDATION: It is accordingly 
recommended that reserves should be permit- 
ted to provide for costs and expenses which 
are an ordinary risk of business already trans- 
acted and which would be deductible as an 
expense if incurred in the taxation period to 
the extent that experience has shown them 
to be reasonable and proper. Those reserves 
existing immediately before the change might 
be allowed in the year following or other- 
wise spread over a short period of years. 


Negotiable Paper 

Where a taxpayer receives negotiable paper 
in the course of business which he discounts 
at a bank the bank becomes the holder in due 
course of the paper subject to a right of re- 
course against the taxpayer if the paper be- 
comes uncollectible. The taxpayer is thus 
subject to a contingent liability on discounted 
paper against which sound business and ac- 
counting practice may call for the setting up 
of a reserve. 
RECOMMENDATION: It is accordingly 
recommended that the Act be amended to per- 
mit the setting up of a reserve in respect of 
a taxpayer's contingent liability on negotiable 
instruments received by him in the course of 
his business. 


28. Loans to Shareholders (s. 8(2)) 

S. 8(2) provides that a loan made by a 
corporation to a shareholder shall be deemed 
to have been received by the shareholder as 
a dividend in the year in which it is made, 
save in certain cases. There seems to be no 
valid reason for so treating loans where no 
element of tax avoidance is involved, i.e., 
loans which are repaid within a short time. 
RECOMMENDATION: It is recommended 
that s. 8(2) be applicable only to the balance 
of a loan which is not repaid by the end of 
the taxation year following that in which the 
loan was made. 
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GROUP D 


Recommended changes in the administration of the Act and in the 
Income Tax Regulations which do not call for changes in the Act 


29. Assessments Where Policy Changed 


RECOMMENDATION: It is recommended 
that where a taxpayer acted in good faith in 
computing his income for a year the Minister 
refrain from assessing him to tax on the 
basis of a change in tax policy in a subsequent 
year. 


30. Capital Cost Allowance for Timber 
Limits (s. 11(1)(a) and (b)) 

S. 11(1) (a) authorizes deductions in re- 
spect of the capital cost of “property” and 
s. 11(1)(b) authorizes allowances in respect 
of oil or gas wells, mines and timber limits. 
While the allowances under s. 11(1) (a) are 
subject to recapture under s. 20, the allow- 
ances under s. 11(1)(b) are not. From the 
language used in s. 11(1) (a) and 11(1) (b) 
it seems clear that, when s. 20 was enacted, 
there was not only no hint that it would 
apply to timber depletion but a strong indica- 
tion that it would not. Despite this the In- 
come Tax Regulations grant timber depletion 
allowances under s. 11(1) (a) and thus make 
them subject to recapture. To this extent the 
regulations result in extending s. 20 to mat- 
ters which Parliament obviously did not in- 
tend to be covered thereby. 


RECOMMENDATION: It is recommended 
that the capital cost allowances for timber 
limits be granted under authority of s. 11(1) 
(b) so that s. 20 will not be applicable 
thereto. 


31. Bad Debts and 
Reserve for Doubtful Debts 
(s. 11(1)(d) and (e)) 

Under s. 4 the income from a business is 
declared to be the profit therefrom for the 
year, which in the absence of any provision 
in the Act to the contrary, would, in accord- 
ance with business and accounting usages, 
permit the deduction of bad debts and the 
setting up of a reserve for doubtful debts. 
The Act, however, contains specific provi- 
sions on both of these subjects. S. 11 per- 
mits the deduction of (a) a reasonable re- 
serve for doubtful debts that have been in- 


cluded in computing the taxpayer's income, 
(b) a reasonable reserve for doubtful debts 
arising from loans made in the ordinary 
course of business by a taxpayer part of whose 
ordinary business was the lending of money 
and (c) of debts that are established to have 
become bad in the year. 


Difficulties have arisen in the administra- 
tion of these provisions because of varying 
interpretations of the provisions by the as- 
sessing officers. 

(1) Where a trader supplies goods to a 
customer over a period of time and maintains 
a continuing account, payments made by the 
customer are not regarded by the supplier as 
attributable to any particular sale but to the 
account as a whole. There is thus always a con- 
tinuing debt against which sound accounting 
practice may require a reserve. Some officials 
erroneously take the stand that no reserve is 
allowable in such a case because there is no 
specific amount to which the taxpayer can 
point as being doubtful of collection. 


(2) Where a trader deals with a large 
number of customers he frequently does not 
have sufficient information as to the credit 
record of all his debtors to be able to deter- 
mine with any degree of assurance which 
specific accounts are doubtful, but his ex- 
perience with similar accounts has neverthe- 
less established that a certain percentage of 
amounts payable will not be collected. In 
such case it is sound accounting and busi- 
ness practice to set up a reserve for doubt- 
ful debts, and there seems no reason to ques- 
tion that s. 11(1)(d) permits this to be 
done. However, this is apparently not the 
view of some officials. 


(3) Im the case of processors of certain 
types of primary products, it is common com- 
mercial practice for the processor to finance 
the primary producer by advances at the 
commencement of the season which advances 
are to be repaid by deliveries of the pro- 
duct. This practice prevails in, e.g., the 
fishery trade, the wood pulp and lumber 
trades, the fur trade, and others. However 
some officials erroneously refuse to allow 
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reasonable reserves and write-offs with respect 
to such advances on the narrow ground that 
the lending of money is not part of the 
ordinary business of the taxpayer because it 
is not specifically referred to in its letters 
patent or other charter. (Such debts have, 
of course, not been included in income as 
they do not arise from sales.) 
RECOMMENDATION: It is recommended 
that these provisions be administered uni- 
formly and in accordance with the principles 
adumbrated above. 

Note: See also recommendation in respect of 
negotiable paper. 


32. Time for Issue of Assessment 
Notices (s. 42(1), (2) and (4)) 
While s. 42(1) and (2) provides for the 
issue of an assessment notice only after 
the examination of the return, it has become 
the practice in the past two years for assess- 
ment notices to be issued immediately upon 
receipt of the return and without real exam- 
ination; then at a subsequent time, after the 
return has been examined and found want- 
ing, a revised assessment notice is issued. 
This causes considerable and, it is thought, 
quite justifiable, annoyance to a taxpayer who, 
having made a bona fide return and received 
a confirmatory assessment notice, subsequent- 
ly receives a revised notice assessing a 
greater amount to tax. 
RECOMMENDATION: It is accordingly 
recommended that first assessment notices 
should clearly state that the taxpayer’s return 
is subject to further review and re-assessment. 


33. Corporations, Pro-Ration of 
Reduced Rates (s.36(2) and (3)) 
Some officials erroneously hold that the 
first $10,000 of corporation income to which 
the lower rate is applicable should be pro- 
rated where the fiscal period of the corpora- 
tion is less than 12 months. 
RECOMMENDATION: It is recommended 
that the application of the reduced rate be 
administered in accordance with the Act. 


34. Contents of Notices of Assessment 
(s. 42(2)) 
Most taxpayers lack specific knowledge in 
respect to the right of appeal from an income 
tax assessment. 
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RECOMMENDATION: It is accordingly 
recommended that the notice of assessment 
should provide adequate information re- 
specting the taxpayer’s right of appeal against 
his assessment. 


35. Capital Cost Allowance for Lease- 
holds (Regs. 1100(1)(b) and 
1100(6)) 

Under regs. 1100(1) (b) and 1100(6) the 
capital cost allowance in respect of long-term 
leasehold property may be less than the 
allowance permitted under reg. 1100(1) (a) 
which would otherwise be applicable. 


RECOMMENDATION: It is therefore 
recommended that a taxpayer to whom reg. 
1100(1)(b) applies have the option of 
claiming capital cost allowances either under 
reg. 1100(1) (a) or 1100(1) (b). 


36. Leaseholds, Patents, Franchises, 
Concessions, Licences, 
Timber Removing Equipment 
(Reg. 1100(1)(b)) 

Under reg. 1100(1)(b) the capital cost 
allowance for leasehold property is computed 
separately in respect of each property and on 
a straight-line basis, although all of such 
leasehold property constitutes one class under 
class 13 of Schedule B. The same is true of 
patents, franchises, concessions, and licences 
described in class 14, and timber removing 
equipment described in class 15 of Schedule 
B. For recapture purposes and terminal al- 
lowance, however, all of a taxpayer's proper- 
ty in any of the above classes is treated as a 
class under s. 20(1) and reg. 1100(3). 
RECOMMENDATION: It is recommended 
that each item of property described in 
classes 13, 14 and 15 of Schedule B con- 
stitute a separate class so that the recapture 
and terminal provisions, as well as the per- 
centage deduction provisions, apply to each 
property separately. 


37. Capital Cost Allowance for Lease- 
Option and Hire-Purchase Agree- 
ments (Reg. 1100(4)) 

S. 18 requires that lease-option agreements 
be treated as agreements for sale in comput- 
ing the taxable income of the lessee. In 
some cases the maximum capital cost allow- 
ances permitted under the regulations are 
greater than the rental payments called for 
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by the contract. If the lessee is a corporation 
there is no means by which it can record the 
larger amount in its books, with the result 
that reg. 1100(4) will operate to deprive it 
of a portion of the capital cost allowance to 
which it is entitled. 

RECOMMENDATION: It is accordingly 
recommended that for such cases the maxi- 
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mum capital cost allowances for any taxation 
year be calculated as the difference between 
the aggregate of the rent paid under the 
contract to the end of that taxation year and 
the aggregate of the capital cost allowances 
which have been allowed to the end of the 


preceding year. 


GROUP E 


Recommended changes in the recent enactments affecting 
the undistributed income of private companies and related matters 


38. Private Companies, Undistributed 
Income, etc. 
(ss. 73, 73A, 27, 95 and 95A) 
On these matters this Joint Committee 
wholly endorses the written statement and 
recommendations made by The Canadian Tax 
Foundation, (see pp. 152-7 of this issue) and 
which is being submitted independently. The 
recommendations so endorsed are in brief: 


1(1) Definition of “undistributed income on 
b ana” 

RECOMMENDATION: It is recommended 
that the formula expressed in s. 73A(1) (a) 
be amended to the following effect: 

1. Terminal posnt 

“Undistributed income on hand” of a 
corporation at any time in a specified taxa- 
tion year means the aggregate of the incomes 
of the corporation for the taxation years be- 
OE oii ood: and ending with the 
last taxation year that terminated before that 
time or with the specified year sf st termin- 
ates at that time minus the aggregate of 


2. Deduction of dividends — (Sub-paras. 
(v) and (vi) ) 

The aggregate of deductible amounts to in- 
clude without distinction all deemed dividends 
incurred and all eligible cash dividends paid 
previous to the time in the specified year 
when determination of “undistributed income 
on hand” is required for the purpose of the 
Act. 

1(2) Treatment of “tax-paid undistributed 
income” in the hands of a corporate 
shareholder 


RECOMMENDATION: It is recommended 
that the Act be amended to provide that any 
dividend deemed to have been received by a 
corporation from any other corporation shall 
be added to the tax-paid undistributed income 
of the recipient corporation to the extent that 
such dividend represents a portion of the tax- 
paid undistributed income of the payor 
corporation. 


1(3) Computation on the basis of a notion- 
al winding-up of “shareholder's portion” 
under s. 73A(1)(c) amd of “receiving 
corporation’s portion” under s. 27(1F) 


RECOMMENDATION: It is recommended 
that the prescribed manner of computing a 
shareholder’s portion of undistributed income 
under s. 73A(1)(c) and of a recipient cor- 
poration’s portion of a controlled corpora- 
tion’s earnings for a control period under s. 
27(1F) be abandoned, and that it be pro- 
vided, instead, that the portion to be at- 
tributed to a shareholder in either case shall 
be the portion distributable to him by way 
of dividend at the time when the taxable 
transaction takes place. 


2(2) Payment of tax by instalments respect- 
ing undistributed income on hand at 
the end of the 1949 taxation year 


RECOMMENDATION: It is recommended 
that eligible companies be granted an option 
to pay the special tax on pre-1950 undis- 
tributed income by instalments. 


2(3) Adjustment respecting subsequent re- 
duction or impairment of “1949 sur- 
plus” in case of postponed elections 


under s. 95A(1) 
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RECOMMENDATION: It is recommended 
that a company whose undistributed income 
on hand at the end of 1949 has been reduced 
before an election is made under s. 95(A) 


(1), be entitled to elect and pay the special 
tax on the amount of undistributed income 
on hand at the end of the taxation year pre- 
ceding the date of election. 


ADDITIONAL RECOMMENDATIONS 


This Joiat Committee, in addition to en- 
dorsing the above recommendations of The 
Canadian Tax Foundation, makes the follow- 
ing recommendations on its own account: 


39. “Undistributed Income on Hand”, 
Earnings Prior to January 1, 1917 
(s. 73A) 


S. 73A provides that the undistributed 

income on hand of a corporation shall include 
the whole of the income for its 1917 taxation 
year, which may have commenced in 1916. 
However, during the years 1917 to 1920 
companies were allowed to (and many com- 
panies did) pay as tax-free dividends all of 
their earnings up to December 31, 1916 in- 
cluding the earnings of broken periods up 
to that date. These dividends may not be 
deducted in computing undistributed income 
on hand. As a result some companies find 
that they are compelled to include in un- 
distributed income amounts earned in a 1917 
fiscal year which were consciously paid out as 
dividends and are not now on hand. They 
are thus faced or will ultimately be faced 
under either s. 73 or s. 95A with liability to 
Pay tax on an equivalent amount of capital 
or capital profits. 
RECOMMENDATION: It is recommended 
that the definition in s. 73A(1)(a) be 
amended to permit the deduction of all 
exempt dividends paid out of non-taxed in- 
come earned in the 1917 taxation year. 


40. Different Fiscal Years of Parent 
and Subsidiary Corporations 
(s. 73A) 

Where owing to a difference in the fiscal 
period of a parent corporation and a sub- 
sidiary, a dividend is paid by the latter in 
its 1949 fiscal year but received by the 
former in its 1950 taxation year, undistributed 
income of the subsidiary at the end of its 


1949 period is reduced by the amount of such 
dividend (s. 73A(vi)), but the undistributed 
income on hand of the parent company is 
not increased by the same amount until its 
1950 fiscal period (s. 73A(1)). The sub- 
sidiary, therefore, cannot elect to pay the 
special tax on such amount under s. 95A(1) 
and the parent company can only elect to do 
so under s. 95A(2), ie., by distributing divi- 
dends to its shareholders in an equal 
amount. This discriminates against the 
parent company merely because of the differ- 
ence in the fiscal year of its subsidiary, a dif- 
ference which may be due to causes beyond 
its control. 


RECOMMENDATION: It is therefore re- 
commended that where both a parent corpora- 
tion and a subsidiary controlled corporation 
have elected under Part IA, the parent cor- 
poration have the option to include a dividend 
paid in the circumstances related above in 
computing its undistributed income on hand 
at the end of its 1949 taxation year. 


41. Dividends Declared and Paid After 
1949 (s. 95A(2)(b)) 

Elections under s. 95A(2)(b) to pay the 
special 15% tax are limited to an amount 
equal to the amount of dividends declared 
and paid by the company in 1950 and sub- 
sequent years. There seems no reason to 
exclude dividends merely because they were 
declared in 1949 or earlier, as such dividends 
are only deducted in determining undis- 
tributed income at the end of 1949 if they 
are paid by that date. 


RECOMMENDATION: It is accordingly 
recommended that s. 95A(2)(b) be amended 
by deleting the words “declared and” from 
the phrase in subpara. (1), “the aggregate 
of the dividends declared and paid by it in 
the taxation years beginning with the 1950 
taxation year”. 
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APPENDIX 


Memorandum of recommendations concerning 
Part IA of the Income Tax Act respecting private companies 
and controlled corporations submitted by The Canadian Tax Foundation 


1. MECHANICAL DIFFICULTIES 


1(1). Definition of 
“undistributed income on hand” 

Our views and recommendations on this 
point were submitted to the Department of 
Finance in a letter addressed to Dr. A. K. 
Eaton dated May 31, 1950, when the legis- 
lation was so far advanced in Parliament that 
this feature could not receive further consider- 
ation before enactment. We were then as- 
sured that the matter would be brought to 
the Minister’s attention this year. 

Section 73, subject to the relieving opera- 
tion of subsec. (4), provides that any of the 
corporate actions which it covers is deemed 
to constitute a taxable distribution to each 
shareholder depending upon “his portion of 
the undistributed income then on hand”. 
Logically, the amount of the undistributed 
income should therefore be ascertainable 
when the action occurs. But the definition 
imposed by s. 73A(1)(a) requires the un- 
distributed income (then) on hand to be 
computed as of the end of the taxation year 
in which the taxable transaction takes place. 
In the ordinary case of a going concern the 
amount in question is thus rendered un- 
known by definition at the time when it is 
held to attract tax. 


For these reasons, as stated more fully 
in the letter referred to above, it is submit- 
ted that certainty, finality and convenience, 
as well as consistency of the statutory provi- 
sions, require the computation to be made on 
a basis which can be factually determined 
and verified before or at the time when s. 
73 comes into play. In the case of a going 
concera the appropriate and only practicable 
basis, havirg regard to regular auditing pro- 
cedure, is the company’s financial statement 
as of the end of the last preceding taxation 
year. In a case of winding-up, on the other 


hand, the closing of the fiscal period auto- 
matically involves a final determination. 


It is therefore recommended that the form- 
ula expressed in s. 73A(1) (a) be amended 
to the following effect: 


1. Terminal Point 


“Undistributed income on hand” of a 
corporation at any time im a specified 
taxation year means the aggregate of the 
incomes of the corporation for the taxa- 
tion years beginning ....... and ending 
with the last taxation year that terminated 
before that time or with the specified year 
if st terminates at that time minus the 
aggregate of ...... etc., etc. 


2. Deduction of dividends 
—(Sub-paras. (v) and (vi) ) 

The aggregate of deductible amounts to 
include without distinction all deemed 
dividends incurred and all eligible cash 
dividends paid previous to the time in the 
specified year when determination of “un- 
distributed income on hand” is required 
for the purpose of the Act. 


It is believed that definition in the fore- 
going terms will satisfy all the conditions 
contemplated by ss. 73 and 95A, as well as 
the objections to the present formula noted 
above, and we are not aware of any good 
reason why it should not be adopted. 


If there is a deliberate reason for the basis 
of the present formula it has not been offi- 
cially explained and is not understood by 
taxpayers. Suggestions are made that it is 
calculated to withhold some of the advant- 
age of the new legislation in a case where 
@ company anticipates substantial additional 
income, or that it is designed to block the 
assimilation of capital surplus to tax-paid un- 
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distributed income when the entire undis- 
tributed income is being capitalized. If these 
speculations are well founded, which we do 
not know, we would submit that neither re- 
striction is called for in the context of the 
new legislation as a whole, and as to the 
second point in particular that it puts operat- 
ing companies which cannot go through the 
procedure of winding-up at a disadvantage 
as compared with holding companies which 
can. In either case we think that a trouble- 
some definition should not be employed to 
accomplish an indirect purpose when a 
straightforward definition is needed to carry 
out the essential purpose clearly. 


1(2). Treatment of “tax-paid undis- 
tributed income” in the hands of a cor- 
porate shareholder 

The report of a committee appointed by 
the Foundation to examine this question (see 
page 156) was submitted to the Departments 
of Finance and National Revenue on Decem- 
ber 21, 1950, with the Foundation’s recom- 
mendation, and has been acknowledged with 
assurance of consideration. 

As stated im that report, the practical dif- 
ficulty is the loss of identity in the hands of 
a parent company of a subsidiary company’s 
tax-paid undistributed income transferred to 
it in whole or in part. Being excluded from 
the income of the parent company by s. 73 (4) 
it becomes a capital item which cannot be 
assimilated into the latter's tax-paid undis- 
tributed income, nor made otherwise available 
to its shareholders without involving a no- 
tional distribution stibject to further tax in 
their hands of its own undistributed income 
which includes its earnings to the end of the 
current fiscal year. 

While amendment of the definition of 
“undistributed income on hand” as recom- 
mended above would relieve some of this diffh- 
culty, that is not the primary purpose of our 
recommendation 1(1). The anomaly of lost 
identity would still remain, involving awk- 
ward procedure and continued confusion of 
the underlying concept of tax-paid undis- 
tributed income and of the ultimate interest 
of the parent company’s individual share- 
holders in regard to it. 

We therefore believe that the operation and 
logical consistency of the legislation would be 
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improved by amendment to preserve the iden- 
tity of tax-paid undistributed income as it 
passes from one corporation to another as 
recommended in the report already submitted. 

The question arises here whether this prin- 
ciple should be extended to all corporate 
shareholders as such, or whether its applica- 
tion should be confined to companies which 
are eligible to establish tax-paid undistributed 
income on their own account by election un- 
der Part IA. This question was discussed 
briefly at the last tax conference. There 
was unanimous opinion that a private com- 
pany in receipt of tax-paid undistributed in- 
come from a subsidiary company should be 
put in the position recommended, as this is 
the situation in which the practical difficulty 
is encountered. The case of a public com- 
pany so situated was regarded as a secondary 
question. If the same treatment is extended 
to distributions in the hands of corporate 
shareholders which are public companies there 
is an advantage of consistency in principle, 
and the consequences would appear to be 
largely academic and therefore unobjection- 
able. Provided this secondary question is 
not allowed to obstruct treatment of the 
primary problem, we would therefore favour 
adoption of the proposed amendment as a 
tule applicable to any corporate shareholder, 
as recommended in the memorandum already 
submitted. If this course is not acceptable, 
it is a simple matter to rephrase the draft 
of s. 73(4A) as originally suggested in our 
memorandum of December 21, 1950, in order 
to make it applicable to a receiving corpora- 
tion “which may elect to pay tax under s. 
595A”. 


1(3). Computation on the basis of a 

notional winding-up of “Shareholder’s 

portion” under s. 73A(1)(c) and of 

“receiving corporation’s portion” under 
s. 27(1F) 

Under the above provisions as they now 
appear in the Act, (1) a “shareholder’s por- 
tion” of a corporation’s undistributed income, 
or tax-paid undistributed income, at any time, 
and (2) a “receiving corporation’s portion” 
of a payer corporation’s earnings for a “con- 
trol period”, are computed by reference to 
their right of participation in an assumed 
distribution on winding-up, with the further 
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assumption that the amount of undistributed 
earnings to be apportioned at the time con- 
stitutes the entire amount available for dis- 
tribution on winding-up. The formula is 
expressed as follows: 
(1) respecting a shareholder of a private 
company, (s. 73A(1)(c)): 
“. . . the amount that would have been 
payable to him on the winding-up of 
the corporation at that time sf the 
amount to be distributed on the wind- 
ing-up were the undistributed income on 
hand at that time, the portion of it, or 
the tax-paid undistributed income, as the 
case may be.” 
(2) respecting a 
(s. 27(1F) ): 
‘. . . the amount that would have been 
payable to the receiving corporation on 
the winding-up of the payer corpora- 
tion at that time if the amount to be 
distributed on the winding-up were the 
amount of earnings that were so avail- 
able for payment of dividends.” 

There is no problem where all the shares 
of a private company or controlled corporation 
are of one class. But where preferred shares 
or typical “Class A” shares are outstanding, 
having rights of participation in a distribu- 
tion of assets on winding-up which differ from 
their rights of participation in a distribu- 
tion of earnings by way of current dividend, 
the results of a notional distribution on the 
required assumptions may not correspond at 
all with the results ostensibly intended by 
the Act. 


“receiving corporation”, 
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Examples of the anomalies which can be 
visualized here have undoubtedly come to the 
attention of the tax authorities since this 
legislation was enacted. It is suggested that 
the difficulty can best be avoided by aban- 
doning the basis of a notional winding-up 
(although the previous application of this 
principle in the original s. 9 of the Act was 
not attended by the present limitation of the 
amount assumed to be available for distri- 
bution and was therefore more practicable) , 
and by providing instead that the portion of 
undistributed income, etc., attributed to a 
shareholder or receiving corporation for the 
purposes in view is the portion distributable 
by way of dividend at the time when the tax- 
able transaction takes place. 

* v > - 


The three points listed above cover the 
main difficulties encountered in the mechan- 
ical features of this legislation, as indicated 
to the Tax Foundation by the opinion of 
its members. The remedies proposed have 
the support of this opinion in principle, but 
our specific suggestions reflect the conclu- 
sions of working groups and the Foundation’s 
staff on closer study. When the legislation 
was introduced last May we assumed that 
some clarification and adjustment would prove 
to be needed, and the foregoing submission 
represents our report of the first year’s ex- 
perience. 


With regard to the points of principle 
which follow, the views of our members are 
less clearly defined. But we believe that these 
questions are due for consideration at this 
stage. 


2. QUESTIONS OF PRINCIPLE 


2(1). Companies eligible to elect under 
Part [A — Extension of defined class 

When this legislation was introduced last 
May the Minister of Finance explained in re- 
ply to a question in Parliament that it was in- 
tended to apply for the time being to the 
same class of companies as was covered by 
Part XVIII of the old Act, to which the 
recommendations of the Ives Commission 
were also confined. The question of ex- 
tending it to public companies was left for 
later decision in the light of experience. 

We are not aware of a strong demand for 


its extension to public companies. Views on 
this question at the Fourth Tax Conference 
were divided, the balance of opinion being 
opposed in one group and in favour in the 
other. Those who opposed such extension 
argued that the legislation is directed to the 
disabilities affecting shareholders of closely- 
held companies which do not apply to owners 
of marketable shares, and that the essential 
object is to ensure its effective operation in 
the situation which it is designed to relieve. 
Views were also expressed that the form of 
the legislation is not well suited to a rule 
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affecting corporate enterprise generally, that 
its extension to all companies would give 
rise to confused expectations in the minds of 
shareholders leading to fruitless problems for 
management, and that the typical public com- 
pany would remain outside its operation in 
any event. Such views will perhaps prevail 
more widely as time goes on and the em- 
phasis of taxpayers’ interest in the matter 
shifts from the advantage of the legislation 
as regards immediate release of accumulated 
surpluses, in the sense analogous to the relief 
previously provided by Part XVIII of the 
old Act, to its benefit as regards retention of 
corporate earnings free of accumulating tax 
penalty, in the sense of the Ives Commission's 
second recommendation. 

On the other hand, extension to all com- 
panies would remove the need for an arbi- 
trary limitation in the definition of “private 
company” and would eliminate the difficulty of 
border-line cases. It would thus obviate re- 
course in certain cases to the holding company 
device where this may be adopted in order to 
create the status of a “controlled corporation” 
within the meaning of s. 95A(3). As the 
latter cannot be arranged without concentra- 
tion of controlling interest it is not neces- 
sarily inconsistent with the general intention 
of the legislation, but the procedure and re- 
sulting eligibility are artificial from the stand- 
point of the Act’s provisions. The fact that 
the point of the legislation does not apply 
to most public companies does not affect the 
conclusion that its extension to all com- 
panies in principle would allow the widest 
straightforward application. 


As an alternative to this course it is there- 
fore suggested that consideration be given 
to broadening the present definition of “pri- 
vate company” to include (by way of alter- 
native qualification) companies the control 
of which is vested in an appropriate maxi- 
mum number of shareholders. We are not in 
a position to propose the appropriate maxi- 
mum, which can best be indicated by the De- 
partment’s experience and the information at 
its disposal. We have in mind the case of 
companies which would have qualified -as 
“private companies” at a recent date but 
which have been converted into “public com- 
panies” by the action of shareholders who 
sold stock, retaining controlling interest, in 


order to secure funds for succession duty pur- 
poses. Such shareholders are now left at the 
disadvantage that a company which they still 
control no longer qualifies as a “private com- 
pany” because the relief of the new legisla- 
tion came later than they were prepared to 
wait, while they continue to be liable for an 
accumulating tax penalty with respect to its 
retained earnings. 4 


2(2). Payment of tax by instalments 

respecting undistributed income on 

hand at the end of the 1949 taxation 
year 

Part XVIII of the Income War Tax Act 
provided in s. 96(3) and (4) that a private 
company that had elected to pay tax there- 
under could either make a single payment 
on or before December 31, 1946, or pay the 
tax in four equal annual instalments com- 
mencing on December 31, 1947, with annual 
interest at 4%, plus a penalty of 3% per 
annum on overdue instalments, and with the 
right of prepayment. 

We recommend that a corresponding option 
should now be allowed with respect to tax 
payable on 1949 undistributed income under 
s. 95A(1). As there is no time limit on an 
election under the present legislation it would 
be appropriate to provide for four equal an- 
nual instalments commencing on the last day 
of a company’s taxation year in which it 
exercises its election. The former provisions 
respecting annual interest, penalty and pre- 
payment would again apply. 

With respect to tax payable under s. 95A 
(2), on undistributed income earned after 
1949, payment by instalments would offer 
little or no advantage in view of the progres- 
sive system of election already provided, and 
it might introduce some confusion. 

We recommend further that tax-paid un- 
distributed income as of 1949 should be pro- 
portioned to paid-up instalments of tax. This 
would be a departure from the scheme of 
the Part XVIII legislation, which required 
tax to be fully paid following an election 
before dividends thereunder qualified for ex- 
emption. The essential advantage of the 
present legislation, however, is the right of 
capitalization, which may or may not be fol- 
lowed by reduction and distribution. It is 
therefore consistent with the long-run objec- 
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tives that a private company having a large 
earned surplus on its books but a weak work- 
ing capital position should be enabled to 
capitalize its surplus by degrees if it cannot 
afford to do so at once. 

On the other hand, we do not suggest that 
there should be any change of the condition 
under subsection (2) of s. 95A that tax on 
1949 surplus must be fully paid before un- 
distributed income earned thereafter can be 
put on a tax-paid basis. Relaxation of this 
condition would in any case have little prac- 
tical significance in the circumstances as- 
sumed. 


The intention of this recommendation is 
simply that a company in the position de- 
scribed, which might be said to have a prim- 
ary claim to the benefit of this legislation, 
should be at no avoidable disadvantage as 
compared with another company in a strong 
cash position. It appears that such a com- 
pany should be given an opportunity to work 
its way without having to restrict normal 
dividends or arrange an unwelcome bank loan. 


2(3). Adjustment respecting subse- 

quent reduction or impairment of 

“1949 surplus” in case of postponed 
elections under s. 95A(1) 


Again having regard to the future opera- 
tion of this legislation, from the standpoint of 
corporate earnings reinvested rather than lib- 
eration of accumulated surplus, we recom- 
mend that companies which are not now in a 
position to concern themselves with the latter 
aspect and which, for this or any other rea- 
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son, postpone an election to put their 1949 
undistributed income on a tax-paid basis, 
should be given the right to base their “block” 
election under s. 95A(1) on undistributed 
income on hand at the end of their 1949 
taxation year or undistributed income on hand 
at the end of the last taxation year that term- 
inated before the date of election, whichever 
is less. 

A provision to this effect would correspond 
with the option allowed under the Part XVIII 
legislation in s. 96(1) of the Income War 
Tax Act, with the difference that no terminal 
date should now be incorporated as none is 
provided under Part IA. Indeed the absence 
of any terminal date in the present legisla- 
tion coupled with the fact that it has been 
framed with a view to its continuing operation 
in future, by contrast with Part XVIII which 
provided non-recurring treatment applicable to 
a past condition, makes the proposed option 
more advisable today. This consideration is 
reinforced by the prospect of uncertain, possi- 
bly difficult, business conditions for many 
small companies as the defence programme 
asserts increasing priorities on men and ma- 
terials. It is not unrealistic to visualize cir- 
cumstances in which rigid adherence to un- 
distributed income on hand at the end of the 
1949 taxation year as the basis of initial elec- 
tion would preclude a company in two or 
three years’ time from any benefit of the new 
legislation by imposing too high a price. 

If this view is accepted, it seems preferable 
to introduce the indicated amendment now 
rather than to wait until hardship has been 
experienced. 


3. INCOME TAX ACT, PART 1A 
Transfer of Tax-Paid Undistributed Income between Corporations 


Report and Recommendations of a Committee appointed by the Canadian 
Tax Foundation to consider the above question, approved and submitted to 
the Departments of Finance and National Revenue — December 21, 1950 


Your Committee held several meetings to 
consider the problem referred to in the mem- 
orandum of the director dated October 26, 
1950, and has unanimously decided to recom- 
mend that the Income Tax Act be amended 
to provide that any dividend deemed to have 
been received by any corporation from any 
other corporation shall be added to the tax- 
paid undistributed income of the recipient 


corporation to the extent that such dividend 
represent a portion of the tax-paid undis- 
tributed income of the payer corporation. 
Suggested amendments to the statute to give 
effect to the recommendation of the Com- 
mittee follow hereunder. 

Your Committee supports the proposed 
amendments on the following grounds: 

(1) The manifest intention of Parliament 


a 
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in enacting Part IA of the Income Tax Act 
and the related amending sections was to 
make available to shareholders of private com- 
panies income accumulated to the end of 
1949 and a portion of income accumulative 
thereafter without further tax after the pay- 
ment of the 15% tax by the company. 


(2) Where shares of a private company are 
held by another private company this purpose 
is defeated. In the case of a private com- 
pany which controls another private company 
the tax-paid undistributed income of the lat- 
ter loses its identity when capitalized and 
transferred to the parent company. It is ex- 
cluded frgm income of the parent company 
uader s. 73(4) and apparently must be con- 
sidered as a special capital item. On the 
other hand, it cannot be made available to 
shareholders of the parent company without 
subjecting those shareholders to tax on any 
undistributed income of the parent company 
on hand at the time of distribution including 
all of its earnings for the fiscal year in which 
the distribution is made. For all practical 
purposes therefore the tax-paid undistributed 
income of a subsidiary becomes “frozen” in 
the hands of the parent company. The same 
result occurs in cases of the receipt of tax- 
paid undistributed income by a corporation 
where such receipt is from a private company 
in which a minority share interest is main- 
tained. 

(3) In the case of those private companies 
having wholly-owned subsidiaries, the prob- 
lem is particularly acute. In this situation 
the shareholders of the parent company do 
not receive equal treatment with shareholders 
in a private company having no subsidiaries. 

(4) In a situation analogous to that now 
under consideration, Part XVIII of The In- 
come War Tax Act provided relief to the 
shareholders of the parent corporation. 

(5) Your Committee submits that the 
logical solution is to preserve the identity of 
tax-paid undistributed income as it passes 
from one corporation to another. We suggest 
that the amendments proposed will eorrect the 
unfavourable treatment presently accorded to 
shareholders of private companies in the cir- 
cumstances mentioned above and to that ex- 
tent carry out the purpose of Parliament in 
enacting this remedial legislation. 

The amendments proposed are as follows: 


Repeal s. 73(4) and substitute therefor the 
following: 

“(4) Where a dividend is under this 
section deemed to have been received by 
an individual in a taxation year, the 
amount thereof to be included in com- 
puting the individual’s income for the year 
is the amount of the dividend minus the 
individual’s portion of the payer corpora- 
tion’s tax-paid undistributed income as of 
the time the dividend is deemed to have 
been received. 

“4(A) Where a dividend is under this 
section deemed to have been received by 
a corporation from another corporation 
having tax-paid undistributed income, 
there shall be added to the tax-paid undis- 
tributed income of the receiving corpora- 
tion the lesser of the amount of the divi- 
dend or the receiving corporation's portion 
of the payer corporation’s tax-paid undis- 
tributed income as of the time the divi- 
dend is deemed to have been received.” 
Insert in s. 73A(1)(b) immediately af- 

ter the words “Income War Tax Act” in the 
first paragraph thereof, the following words: 

“. . . plus amounts added to the corpora- 

tion’s tax-paid undistributed income by 

reason of s. 73(4A)”. 

Amend s. 73A(1)(b) by inserting a new 
clause (ii) reading as follows and renumber- 
ing the present clause (ii) as (iii): 

“(ii) all amounts deemed to have been re- 

ceived as dividends from the corporation 

by other corporations before that time and 
added to the tax-paid undistributed in- 
comes of such other corporations by vir- 
ture of s. 73(4A) of this Act, and...” 

Repeal s. 27(1A)(e) and substitute there- 
for the following: 

“(e) the amount of the designated sur- 

plus upon which tax had been paid by 

the payer corporation under Part IA be- 
fore the dividend was paid and the amount 
of the designated surplus that had been 
added before that time to the tax-paid un- 
distributed income of the payer corporation 
by virtue of s. 73(4A) of s. 73A(6) and 


The foregoing amendments are suggested 
with the intention that they would apply as 
from the original effective date of the rela- 
tive legislation. 





Professional Notes 





ALBERTA 


Mr. S. E. Walls, C.A. announces the open- 
ing of an office for the practice of his pro- 
fession in Banff. 

a * a 

Geo. A. Touche & Co., Chartered Account- 
ants, announce the admission to partnership 
of Mr. John M. Read, C.A. in their Edmon- 
ton office. 


BRITISH COLUMBIA 


Gunderson, Stokes, Peers, Walton & Co., 
Chartered Accountants, 1016 Stock Exchange 
Bldg., Vancouver, announce the admission to 
partnership of Mr. P. N. Goode, C.A. 

7: * * 

Buttar & Chiene, Chartered Accountants, 
789 Pender St. W., Vancouver, announce the 
admission to partnership of Mr. Douglas M. 
Walker, C.A. 

* * * 

Geo. A. Touche & Co., Chartered Account- 
ants, announce the admission to partnership 
in their Vancouver office of Mr. Alan W. 
Moreton, B.Com., C.A. 

* a = 

Mr. Frank N. Maas, C.A. announces the 
admission to partnership of Mr. K. S. Hol- 
man, C.A. Henceforth practice of the pro- 
fession will be conducted under the firm 
name of Maas, Holman & Co., Chartered 
Accountants, with offices at 535 Homer St., 
Vancouver. 


MANITOBA 


Geo. A. Touche & Co., Chartered Account- 
ants, announce that Mr. Thomas D. Poyntz, 
C.A., Winnipeg, has been admitted as a gen- 
eral partner in the firm. 


ONTARIO 


Mr. H. A. H. Mullin, C.A. announces the 
opening of an office for the practice of his 
profession at 414 New Wellington Bldg., 137 
Wellington St. W., Toronto. 





Mr. A. D. Magee, C.A. announces the ad- 
mission to the partnership of Mr. Gordon 
W. Palin, C.A. Henceforth practice of the 
profession will be conducted under the firm 
mame of Magee & Palin, Chartered Account- 
ants, with offices at 217 Bay St., Toronto. 

a * + 


Wm. C. Benson & Co., Chartered Ac- 
countants, London, announce that Mr. F. L. 
Norwood, B.A., C.A. has been admitted to 
partnership in the firm. 


Geo. A. Touche & Co., Chartered Ac- 
countants, announce the admission to partner- 
ship of Mr. James S. Innes, B.Com., C.A. and 
Mr. Charles E. Winters, C.A. in their Toronto 


office. 
- 7 - 


R. H. Bounsall & Co., Chartered Account- 
ants, 14 Metcalfe St., Ottawa, announce the 
admission to partnership of Messrs. Arthur 
F. Davis, C.A. and Alec G. D. Bounsall, C.A. 


Hamilton and District 
Chartered Accountants’ Association 


The Hamilton and District Chartered 
Accountants’ Association met on Friday eve- 
ning, February 9, for dinner at the Officer’s 
Club, following which various members of 
the association took part in a panel discus- 
sion on the subject “Determination of Busi- 
ness Income”. The discussion was led by 
Messrs. C. K. MacGillivray, R. B. Taylor, 
A. W. Parish, and A. S. Hallamore. Follow- 
ing the speeches of the members of the panel, 
there was a lively discussion in which a 
large number of the members of the audience 
took part. 

During the evening, prizes were presented 
to the students in this district who obtained 
the highest aggregate marks in the recent 
Institute examinations. 

* ea + 

Mr. E. T. Gregory, C.A., C.P.A. announces 
the opening of an office for the practice of his 
profession at 47 Laing Bldg., Windsor. 








News of Our Members 


Ottawa Chartered Accountants’ Club 

At a luncheon on January 18 held in the 
Quebec Suite of the Chateau Laurier, Mr. R. 
D. Richmond, chief of the Aerodynamic Sec- 
tion of Canadair Limited, gave a talk on 
“Modern Trends in Aircraft Production”. 
Slides were shown as illustrative background. 
About 125 chartered accountants and students 
were present. 

* 7. * 

England, Leonard, Macpherson & Co., 
Chartered Accountants, announce the removal 
of their office to 236 Brock St., Kingston, 
Ont. 


PRINCE EDWARD ISLAND 


H. R. Doane & Co., Chartered Account- 
ants, announce the removal of their offices to 
The Tanton Bidg., 148 Great George St., 
Charlottetown, P.E.I. 


QUEBEC 


Deloitte, Plender, Haskins & Sells, Char- 
tered Accountants, 275 St. James St., Mon- 
treal, announce the admission to partnership 
of Mr. Robert C. Berry, C.A. 


Mr. Rosaire Courtois, C.A. has been elect- 


News of Our Members 


Mr. Francis G. Winspear, C.A. (Alta; 
B.C.), president of the Canadian Chamber 
of Commerce addressed the Ottawa Board 
of Trade on February 1 in the Chateau 
Laurier. He spoke on the place of busi- 
nessmen in wartime. 

= Cd - 


Mr. L. W. Cowley, C.A. (Ont.), has been 
appointed treasurer of Burns Bros. & Denton 
Ltd., Toronto. 

* * * 

Mr. F. G. Black, C.A. (Ont.), has been 
appointed secretary-treasurer of Photo En- 
gravers & Electrotypers Ltd., Toronto. 
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ed honorary secretary-treasurer of the Insti- 
tute of Chartered Accountants of Quebec 
to succeed the late Mr. Jean Paul Gauthier, 
C.A. 


2 * * 
Peat, Marwick, Mitchell & Co., Chartered 
Accountants, and Ritchie, Brown & Co. 


Chartered Accountants, announce that their 
practices have been combined and are being 
carried on under the firm name of Peat, 
Marwick, Mitchell & Co., with head offices 
in the Bank of Canada Bldg., Montreal. 

« = * 

Geo. A. Touche & Co., Chartered Ac- 
countants announce the admission to partner- 
ship of Mr. John D. M. Morison, C.A., in 
their Montreal office. 


SASKATCHEWAN 


A panel discussion on succession duties 
and related subjects was the feature of the 
monthly luncheon of the Regina Chartered 
Accountants Club held at the Assiniboia Club 
on Wednesday, February 14, 1951. The mem- 
bers of the panel, E. C. Leslie K.C., Duncan 
Grosh and Walter T. Read, C.A., outlined the 
various topics presented to the meeting for 
general discussion. Senior students were 
among those in attendance. 


Mr. J. A. Marles, C.A. (Alta.), has been 
elected governor of the Alberta-Saskatchewan 
Division of the Dale Carnegie Club Inter- 
national. 

a * * 

Mr. T. G. Dalglish, C.A. (Ont.) has been 
appointed a vice-president and _ secretary- 
treasurer of Harry E. Foster Advertising Ltd., 
Toronto. 

+ * 2 

Mr. G. H. Edwards, C.A. has been ap- 
pointed superintendent of branches of Guar- 
anty Trust Co. of Canada. 








Professional Notes 





ALBERTA 


Mr. S. E. Walls, C.A. announces the open- 
ing of an office for the practice of his pro- 
fession in Banff. 

* 2 * 

Geo. A. Touche & Co., Chartered Account- 
ants, announce the admission to partnership 
of Mr. John M. Read, C.A. in their Edmon- 
ton office. 


BRITISH COLUMBIA 


Gunderson, Stokes, Peers, Walton & Co., 
Chartered Accountants, 1016 Stock Exchange 
Bldg., Vancouver, announce the admission to 
partnership of Mr. P. N. Goode, C.A. 

a * 

Buttar & Chiene, Chartered Accountants, 
789 Pender St. W., Vancouver, announce the 
admission to partnership of Mr. Douglas M. 
Walker, C.A. 

* ” * 

Geo. A. Touche & Co., Chartered Account- 
ants, announce the admission to partnership 
in their Vancouver office of Mr. Alan W. 
Moreton, B.Com., C.A. 

a * * 

Mr. Frank N. Maas, C.A. announces the 
admission to partnership of Mr. K. S. Hol- 
man, C.A. Henceforth practice of the pro- 
fession will be conducted under the firm 
name of Maas, Holman & Co., Chartered 
Accountants, with offices at 535 Homer St., 
Vancouver. 


MANITOBA 


Geo. A. Touche & Co., Chartered Account- 
ants, announce that Mr. Thomas D. Poyntz, 
C.A., Winnipeg, has been admitted as a gen- 
eral partner in the firm. 


ONTARIO 


Mr. H. A. H. Mullin, C.A. announces the 
opening of an office for the practice of his 
profession at 414 New Wellington Bldg., 137 
Wellington St. W., Toronto. 





Mr. A. D. Magee, C.A. announces the ad- 
mission to the partnership of Mr. Gordon 
W. Palin, C.A. Henceforth practice of the 
profession will be conducted under the firm 
mame of Magee & Palin, Chartered Account- 
ants, with offices at 217 Bay St., Toronto. 

. > * 


Wm. C. Benson & Co., Chartered Ac- 
countants, London, announce that Mr. F. L. 
Norwood, B.A., C.A. has been admitted to 
partnership in the firm. 


Geo. A. Touche & Co., Chartered Ac- 
countants, announce the admission to partner- 
ship of Mr. James S. Innes, B.Com., C.A. and 
Mr. Charles E. Winters, C.A. in their Toronto 
office. 

* * * 


R. H. Bounsall & Co., Chartered Account- 
ants, 14 Metcalfe St., Ottawa, announce the 
admission to partnership of Messrs. Arthur 
F. Davis, C.A. and Alec G. D. Bounsall, C.A. 


Hamilton and District 
Chartered Accountants’ Association 


The Hamilton and District Chartered 
Accountants’ Association met on Friday eve- 
ning, February 9, for dinner at the Officer’s 
Club, following which various members of 
the association took part in a panel discus- 
sion on the subject “Determination of Busi- 
ness Income”. The discussion was led by 
Messrs. C. K. MacGillivray, R. B. Taylor, 
A. W. Parish, and A. S. Hallamore. Follow- 
ing the speeches of the members of the panel, 
there was a lively discussion in which a 
large number of the members of the audience 
took part. 

During the evening, prizes were presented 
to the students in this district who obtained 
the highest aggregate marks in the recent 
Institute examinations. 

. * » 

Mr. E. T. Gregory, C.A., C.P.A. announces 
the opening of an office for the practice of his 
profession at 47 Laing Bldg., Windsor. 
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Ottawa Chartered Accountants’ Club 
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Quebec Suite of the Chateau Laurier, Mr. R. 
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Mr. Rosaire Courtois, C.A. has been elect- 


News of Our Members 


Mr. Francis G. Winspear, C.A. (Alta.; 
B.C.), president of the Canadian Chamber 
of Commerce addressed the Ottawa Board 
of Trade on February 1 in the Chateau 
Laurier. He spoke on the place of busi- 
nessmen in wartime. 

a 7. * 


Mr. L. W. Cowley, C.A. (Ont.), has been 
appointed treasurer of Burns Bros. & Denton 
Ltd., Toronto. 


Mr. F. G. Black, C.A. (Ont.), has been 
appointed secretary-treasurer of Photo En- 
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ed honorary secretary-treasurer of the Insti- 
tute of Chartered Accountants of Quebec 
to succeed the late Mr. Jean Paul Gauthier, 
C.A. 
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Peat, Marwick, Mitchell & Co., Chartered 
Accountants, and Ritchie, Brown & Co.,, 
Chartered Accountants, announce that their 
practices have been combined and -are being 
carried on under the firm name of Peat, 
Marwick, Mitchell & Co., with head offices 
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Geo. A. Touche & Co., Chartered Ac- 
countants announce the admission to partner- 
ship of Mr. John D. M. Morison, C.A., in 
their Montreal office. 


SASKATCHEWAN 


A panel discussion on succession duties 
and related subjects was the feature of the 
monthly luncheon of the Regina Chartered 
Accountants Club held at the Assiniboia Club 
on Wednesday, February 14, 1951. The mem- 
bers of the panel, E. C. Leslie K.C., Duncan 
Grosh and Walter T. Read, C.A., outlined the 
various topics presented to the meeting for 
general discussion. Senior students were 
among those in attendance. 


Mr. J. A. Marles, C.A. (Alta.), has been 
elected governor of the Alberta-Saskatchewan 
Division of the Dale Carnegie Club Inter- 
national. 

€ * * 

Mr. T. G. Dalglish, C.A. (Ont.) has been 
appointed a vice-president and _ secretary- 
treasurer of Harry E. Foster Advertising Ltd., 
Toronto. 

* - + 

Mr. G. H. Edwards, C.A. has been ap- 
pointed superintendent of branches of Guar- 
anty Trust Co. of Canada. 
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J. E. Smyth, C.A., Editor 





NOTES AND COMMENTS 


ON of the accounts which has been 

bounced around by irreverent 
students is Insurance. There are several 
ways of handling Insurance but the va- 
riety of legitimate treatments is not quite 
great enough to cover the efforts of the 
student who has been taught them all 
at once. 

One of the possible treatments of In- 
surance is to debit the cost of the prem- 
ium to an “Insurance” account and then 
at the end of the year to transfer to 
profit and loss only that portion of the 
cost which has expired. The balance left 
is then the unexpired portion. This 
takes only one account. It is also delight- 
fully confusing. (Nobody is ever sure 
whether “Insurance” is an asset or an 
expense account.) 

A second choice is to charge the cost 
of the premium to an asset account, 

Dr. Insurance prepaid 

Cr. Vouchers payable. 
At the end of the year the portion of 
cost associated with the revenue of the 
year is transferred to an expense account 
which is in turn closed out to profit and 
loss, 

Dr. Insurance expense 

Cr. Insurance prepaid 
and, 

Dr. Profit and loss 

Cr. Insurance expense. 

This method sets up a straw man 
(“Insurance expense’) which we can 
immediately knock down again. It 


strikes some students as unproductive 
effort instead of the fun it really is. 

The third choice, and the one we 
prefer just because we are most accus- 
tomed to it, is to charge the cost of the 
premium to an expense account at the 
outset, 

Dr. Insurance expense 

Cr. Vouchers payable. 
At the end of the year the unexpired 
portion is transferred to an asset ac- 
count, 

Dr. Prepaid expense 

Cr. Insurance expense. 

The difficulty here, of course, is that 
a reversing entry is required at the be- 
ginning of the following period, which 
treatment is to most students a man- 
oeuvre not more complicated than chess. 
(To prove the point, the reversing entry 
need not be made for another twenty- 
four hours.) 

We conclude by observing that what- 
ever method is chosen, Insurance gets a 
thorough roughing up in the process. 
It is rather like one of the unfortunate 
victims Procrustes forcibly fitted to his 
bed of fixed length. 

(As the editor recalls the story of 
Procrustes, he was a giant who lived 
in a castle and extended a most gen- 
ial invitation to travellers who re- 
quested overnight lodging. But his 
hospitality proved rather inflexible. 
Instead of adapting his accommoda- 


160 











The Students’ Department 161 
tion to suit his guest, Procrustes too long for the bed, Procrustes 
would adapt his guest to suit the found it necessary to amputate.) 
accommodation. He had only one (At this point the reader is supposed to 
guest bed and if his visitor proved picture Procrustes as an accountant and 
too short for it, he was stretched the bed as a business year and then turn 
until he fitted the bed. If he was to some other reading.) 


PUZZLE 


It is 360 miles from Toronto to Mont- travels 60 miles per hour, the latter 40 
real. A train leaves Toronto for Mont- miles per hour. Which of the two 
real at the same time a train leaves trains is the greater distance from To- 
Montreal for Toronto. The former train ronto when they meet? (Contributed) 


ANSWER TO LAST MONTH’S PUZZLE 
The empty bottle costs 10s. and the wine £8 10s., that is, £8 more than the bottle 
Let x = the cost of the bottle (in pounds) 
Then x + (x + 8) = 9 
x= %. 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by qualified accountants and reflect of 
course the personal views and opinions of the various contributors. They are designed not 
as models for submission to the examiner but rather as such discussion and explanation 
of the problem as will make its study of benefit to the student. Discussion of solutions 


presented is cordially invited. 


PROBLEM 1 
Intermediate Examination, October 1950 
Accounting I, Question 1, (20 marks) 
The following information relates to the A Co. Ltd.: 
ANALYSIS OF SURPLUS 


For the period 1 January 1948 to 31 December 1949 
i 
Dr. Cr 


I January 1948 MN so aspssareapancsts heer ciestiatersceieiein aioe $202,400 
} 15 January PIVEN oscissltc eens tala nsiae els ties $100,000 
1 June Additional income tax assessment for calendar 
EER WIPER oi ccsecvisiievziyaiadiannaeeanhivs 8,700 
30 September Adjustment of accounts reteivable control 
(bringing control into agreement with 
NO a ete tete cht SNe Neat Colac inate 100 
15 October Adjustment of buildings and machinery to ap- 
} praised value (see appraisal of X Y and Z9 150,000 
20 December Christmas bonus for employees. .................... 15,300 
31 December PR SRN isc, nce uterine oni 230,000 
15 January 1949 ONO, oS Gn ese a Sg Se aioe 100,000 
1 March Adjustment of value of securities owned to 
65,100 


I Nh NS hie oe rat oS het 
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30 June Loss on sale of securities (all holdings sold) 76,300 
31 December Reduction of inventory to market .................... 60,700 

D. & Co.—bankrupt—account uncollectible 8,300 

WARNE NE ON cand kn Picwensecasnopsebeepcenk asco’ 102,000 
EI AU RN 5 5 scosvuckinngv ust suasasussosssiepunavessdssiciasieaibie 380,300 


$749,600 $749,600 


Depreciation on buildings and equipment has been provided on a percentage of 
sales, and it is now decided to adjust the accounts to a straight line basis. The following 
reflects the depreciation charged and the depreciation on a straight line basis at rates 
applicable to the A Co. Ltd. 


Recorded On 
in Straight Line 
Year Accounts Basis 
OTN ge Si ae $201,700 $197,600 
Oe ee ek 30,500 40,100 
IR eas sexier erratic tate estore baad a oreo 26,700 51,000 
$258,900 $288,700 





From time to time material has been included in the year end inventories for which 
the liability was not recorded until the following fiscal period and vice versa as follows: 


Materials in inventory Materials omitted 
for which liability from inventory 
not recorded but liability recorded 
31 December 1947 ........0...0..... $10,300 $3,700 
RO A wie 15,700 
DD sihasrectnnsssis 4,800 
$26,000 $8,500 


Interest accrued and interest prepaid on loans due to the company have not been 
set up on the books as follows: 





Interest Interest 
Accrued Prepaid 
BARD MRNEE IDET ssc ask osetia Rann $ $500 
III hes A chs ered Mes 1,200 
NT oye Sera ecinebatiors «i een 4,300 
$5,500 $500 


Bad debts and bad debt recoveries have not been handled on a reserve basis, and it is 
now decided to set up the proper reserve. The following analysis shows the transactions: 
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Accounts receivable Bad Debt Charges to 
written off and recoveries Expense which 
Year ending charged to Profit & credited to would be required 
31 December Loss Profit & Loss on a reserve basis 
SUPE ET tA Oo a $19,300 
Wee ee ieee: $6,200 $500 6,800 
Be Hh oh cicteoiedecscessbtpwibenitiavoucens 4,700 200 8,600 
$10,900 $700 $34,700 
— 
Required: 


(a) Statement showing adjusted net profit for the years ending 31st December 1948 


and 31st December 1949. 


(b) Revised statement of earned surplus for the 2 years ended 31st December 1949. 


(c) Journal entry or entries required to adjust the accounts. 


A SOLUTION 
(a) A CO. LTD. 
Adjusted net profit 1948 
EE NRE ss osse spi rinse snobscriccneease atten pba pacacn amici guceansees . $230,000 
Add: 
Adjustment of accounts receivable control ..............0.0..0ccc0cees 100 
Adjustment re inventory and accounts payable .....................0008 
RUN CEU AMINES (BN BOUND sas cs0 cave cutapvecssvscsasedsvesopedsacunssesscespionssncssoven 500 
PARCEANES SERIURURE SUCIU DEE MENT 656 vik scanscssnesansnsncaseonestnanadgtosohssaeseuostnsaynss 1,200 
$231,800 
Deduct: 
PUMPED RUOPOTOCNMRNNR 55 sc snes vests sa sesesscencsasseseasncncasnonesegeeces ie 9,600 
Christmas bonus to employees . .................cccccsscsssssesccerscssceeeeeessenes 15,300 
Adjustments re inventory and accounts payable ....................... 9,100 
RPI rN I 55a ci5 i ics casas caechisoxceenipecasongeamnbadstaovecdonsanies 1,100 
Reduction of inventory to market .0.............0..cccccccccccsecescsesseeeeesesees 
35,100 
Revised net profit. .........: Soe ca eav sh tiusm eaten eae Mae $196,700 
(b) 
Revised statement of earned surplus 
Balance at credit at beginning of year. ...................cc.sccccsccsssssssesseesessees $202,400 
Add: 
PTE SINE OE N98 Siete ates kazsd cdse sds vcanecevessgusddncsbeslascioncie’ 196,700 
Adjustment of prior years’ depreciation .............c:ccccccccceceeeeenee 4,100 
AOS AUE «GUN SUMPOUMRNINY, SOU UNNI 05 552005 oan occas cen scsnxpsnabisendeevcesacevesescenesc 3,700 


$406,900 


1949 
$102,000 
20,500 
3,100 


$125,600 
24,300 
4,100 
60,700 


89,100 


$ 36,500 





$268,100 


36,500 


$304,600 
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Deduct: 
Piaarohal MCoMe WAKE KS PLIOL FOALS ««.....-.:...sssicseesccs se cscccceossooseeee 8,700 
EE A ae RN er oe Ee veupnaastaadeiave 100,000 
eee arOee MN NI NNN 8 occa nassace scenes bivsevanived sosdsatssveneivassess 
Accounts payable not previously set up .............0.cccccccceeseseeeseeeeees 10,300 
Prepaid interest receivable not set up in 1947 00.0.0... 500 
ee ee |. 19,300 
138,800 
NE ARE AR CE INE hic cnsisoio eects oR eee orcs $268,100 


100,000 
11,200 


111,200 


$193,400 


The amount of $150,000 should be shown separately as Surplus arising from Appraisal of 


fixed assets. 
(c) BOOKS OF THE A CO. LTD. 
Dr. 
INN PMID "5. Jon Sn sick casks qh s edie pace cash Sey igasvei iGhinnieieadtverbinioee $150,000 
Increase in fixed assets resulting from appraisal ........................ 
To set up appraisal surplus as per appraisal of X, Y and Z 
and per minutes of directors dated ...............cc::ccccc00 
UIP EIPOINIIR SERS a I a alas sacs cnpucbsbaioanadocs 29,800 
Reserve for Depreciation — Buildings ..............0.0.0:ccccccee 
To record additional depreciation charged resulting from 
change in company’s method of depreciation from percent- 
age of sales to straight line basis. 
cee otc ceva ved Apa AL oN NAd EAA ORILLIA 4,800 
NOMS io tS eb ss eps Seen basbsargtaesaasttenian 
To record stock omitted from inventory as per supplement- 
ary inventory sheets on file. 
Ia NOR NNER COMMUN 55551 cap Rbioces cet Sass asad is aeniScan ence 4,300 
NUR MINNIE log neo c De AC ode asi k0s cvs can ce oSu spotina sxnsh<essedetoa¥arecces 
To set up accrued interest receivable as at 31st Decem- 
ber 1949. 
NI ne ni hs doses cscs ghscicas Shan ask cvasyinanseineaoioieavess 16,200 


SIT NIE RTA OR es, ss ot rg 8 2 oa Soins ve sah oeniecaa utah’ 
To set up additional amount necessary to provide for 
estimated loss by bad debts. 


Editor’s Note: Some of the points of interest in this question are: 


Cr. 


$150,000 


29,800 


4,800 


4,300 


16,200 


(a) The bankrupt account of $8,300 should be charged against the Reserve for bad 


debts (not earned surplus). 


(b) The interest accrued and prepaid relates to loans due to the company and there- 


fore affects interest revenue, not interest expense. 


(c) The journal entries required by part (c) are the journal entries required to cor- 
rect the accounts as of 31 December 1949 (the date at which the accountant 
would have to deal with the problem) and not the journal entries in the prior 


years. 
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PROBLEM 2 
Intermediate Examination, October 1950 
Accounting I, Question 2 (10 marks) 


On 31st December 1948 the B Co. Ltd. acquired 90% of the outstanding shares of 
the C Co. Ltd. for $1,500,000. The shares so acquired had a par value of $1,200,000 and 
the earned surplus as at 31st December 1948 on the C Co. Ltd. books was $200,000. 

During the year ended 31st December 1949 the net profits of the C Co. Ltd. were 
$60,000 and dividends totalling $100,000 were paid. 

Required: 

(a) Assuming that the B Co. Ltd. records on its books the earnings and dividends 
of subsidiary companies, what entries would you make in respect of earnings and divi- 
dends of the C Co. Ltd. on B Co. Ltd. books? 

(b) Assuming that the B Co. Ltd. records on its books only the dividends received 
from subsidiaries, what entries would you make in respect of dividends received during 
the year from C Co. Ltd. on B Co. Ltd. books? 

(c) What would be the goodwill appearing on the consolidated balance sheet of the 
B Co. Ltd. as at 31st December 1948 after and as a result of the acquisition of the shares 
of the C Co. Ltd.? 

(d) What would be the amount of the minority interest in C Co. Ltd. appearing on 
the consolidated balance sheet of the B Co. Ltd. as at 31st December 1949? 


A SOLUTION 
(a) BOOKS OF B CO. LTD. 


NN UN OREN sor cect lar celal ih shat natn Sek sR pin oecaven' $ 54,000 
I TN oa oahoee tn cass sca eis sonra nnsastias $ 54,000 
To record B Co. Ltd. equity (90%) in the net profits of 
C Co. Ltd. for year ended December 31st 1949. 


MAM © kc kiets Coach eccyac carte eas ayumi puabeg oectiaas ovis ays Revaesudhk lasabevousantes iaawaanenibousiainise 90,000 
UR PCOUNIINE Sik SUNN RO ss icicles cieeccstcecensnscasonasncacecnstascannsonsice 90,000 
To record dividend received. 


(b) BOOKS OF B CO. LTD. 


ON CA a iy Seg a a ed be Gla ong tats 90,000 
EIS MUN I oh saiscacsbecbucdeosteansde ea Giceoabouiaes 36,000 
DG SU RN ese iestesis shins ernecicnionss 54,000 
To record dividend received of which $36,000 was paid out 
of surplus existing at date of acquisition of shares. 


(c) 
$120,000. [$1,500,000 — ($1,200,000 + 90% of $200,000s ] 
(d) 
Minority interest 
Share capital (of Company C) _................ $1,200,009 = $133,333 
9 
I RCI Gi isso oe pk deceiesa aansisccitieine 16,000 $149,333 


Editor's Note: A point of interest in this question is that it states that the par value of 
shares acquired — not of the total shares of C Co. Ltd. outstanding — was $1,200,000. 
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PROBLEM 3 
Final Examination, October 1950 
Accounting I, Question 1, (12 marks) 


The following information has been secured for the purpose of estimating for the 
year 1950 the machine hour rate of factory service applicable to the machines operating 
in Department A. The 1950 rate is to be based upon the 1949 results: 

(a) The machines occupy one-quarter of the space in Department A. 

(b) Cost of rent, insurance, etc. of the factory was $13,536 of which one-sixth was 

allotted to Department A. 

(c) The foreman of Department A was paid $3,384. Half of his time was devoted 
to the machines. 

(d) The heating and lighting cost of Department A amounted to $1,128. 

(e) Other expenses, which fluctuate with the productive running hours, amounted 
to $3,192 for the 6 machines. 

(f) The factory works on a 40 hour week but is closed 2 weeks each year for 
holidays. During the working hours each of the machines is stopped for 120 
hours per annum for periodical cleaning and oiling. During 1949, because of an 
unexpected delay in obtaining raw materials, the machines lost an additional 
260 hours each and as a result of a strike of operators the factory closed down 
for a further 100 hours. 

(g) Cost of each machine was $10,000 and its scrap value is estimated at $240. The 
life of a machine has been estimated at 40,000 running hours. 

(h) The estimated repairs over the life of a machine are expected to amount to 
$800. 

(i) The power meter in the department showed that the power used by each machine 
amounted to 10 units per hour. Power was charged to the department at 2%4c 

per unit. 
Required: 

Calculate the suitable machine hour rate of factory service applicable to the ma- 
chines eperating in Department A. 





A SOLUTION 

Number of machine hours per machine: 

40 hours — 50 weeks ................:cccccseseesees 2,000 

CRERRING OH OUIAG .......:.....<..ccicccecossseseves 120 

1,880 hours 

Unusual stoppages: 

BOEIRY S01 SRW SRACETINL: 5 5.a2cs.ceccsecscassciveces 260 

OT RRS eens ego eee mie eee 100 360 





Hours worked during the year .................... 1,520 hours j 


f 








Fixed expenses: 
Rent, insurance etc. 
Yy of 1/6 of $13,536 
Foreman 
Ye of $3,384 


Heating and lighting 
Expense per machine 


Rate per machine hour 


Variable expense: 
Other expenses 


Rate per hour thereon 


Repairs and depreciation 
Rate per hour thereon 


Power 


= $ 564 


1,692 
282 





= $ 2,538 


6 
423= 


1,880 


$ 3,192 
6 
as 532= 
1,520 
$10,560 
10,560 
40,000 


Total variable and fixed machine hour rate 


PROBLEM 4 


The Students’ Department 


$2,538 





$ 423 


$532 


35 


264 


25 


Final Examination, October 1950 


Accounting I, Question 3 (10 marks) 
The following information re the C Co. Ltd. was compiled for different rates of 


production: 


Sales (at $4 per unit) 


Total costs, including costs of goods 
sold, distribution expenses, etc. 


Variable 
Fixed 


Required: 





Normal 

50% 80% Capacity 

of normal _ of normal output 
$60,000 $96,000 $120,000 
30,000 48,000 60,000 
40,000 40,000 40,000 
$(10,000) $ 8,000 $ 20,000 


167 


$ .225 


8 





$1.089 


120% 
of normal] 
$144,000 


72,000 
40,000 


$ 32,000 


(a) At what percentage of normal capacity output is the break-even point reached? 
(b) If it were not for the loss because of idle capacity, would there be any net 


profit at 50% of normal? 


(c) How much of the net profit may be attributed to gain due to intensive use when 


operations are at 120% of normal capacity output? 
(d) When operation is at 50% of normal, would it be wise for the management to 


contract to produce an additional 5,000 units at a sale price of $3.35 per unit? 


NOTE:—Show calculations to support your answers. 


Explain. 
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A SOLUTION 
THE C CO. LTD. 


50% 80% 100% 

Sales ay vce. $60,000 $96,000 $120,000 
Sales units soels ohh es As 15,000 24,000 30,000 
Variable Z at 30,000 48,000 60,000 
Variable per unit FE Mee ea $2.00 $2.00 $2.00 
eI le Cc oM i ening lor hee ade 40,000 40,000 40,000 
Fixed per unit Oe: yeckeigte 2.66 1.66 1.33 
Selling price per MMIt on... sis. OD 

Variable expense per uMit 0.0.0.0... = 2.00 


Differential to cover fixed costs .. sie $2.00 per unit 


Fixed costs are 
Therefore breakeven point is production of 20,000 units or 66 2/3% of 
normal capacity output. 
(b) 
Assuming no idle capacity—profit at 50% of capacity 
BARES —— ES MIOD Srmnits DG non. csicc es eceeccecicsccssneccss 
WATIRINE GD SZ PEK WIE |... =. 55... assccnccesensoscavecesceses eae $ 30,000 
PMCS S RE TINIINE a seco ceeds crown env crncnssecncesve reeset : 20,000 


Net profit if it were not for loss on idle capacity 


Sales — 36,000 units @ $4 
WE TN IRR | oon sessscnicses cds cies 
Fixed @ $1.33 


Profit AEA 
Gain on intensive use 


Net profit 


If contracted production would be 20,000 units 
Selling price 15,000 @ $4.00 ............... paisa $ 60,000 
5,000 @ 3.35 ae iis eda eS We 16,750 


$ 76,750 
Variable costs @ $2.00 per unit . 


Fixed costs 80,000 


MINN ire he Nd OY bh eg $ 3,250 


Net loss at 50% of normal ; de cocked $ 10,000 


Therefore loss would be less at added production by eee $ 6,750 





